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ACTION

é\ THE WHITE HOUSE Last Day: December 19

WASHINGTON

December 8, 1975

MEMORANDUM FOR THE PRESIDENT
FROM: JIM CANNO

SUBJECT: Enrolled Bill H.R. 10481 - New York
City Seasonal Financing Act of 1975

Attached for your consideration is H.R. 10481, sponsored
by Representative Stanton, which authorizes Federal
loans up to $2.3 billion to New York City to meet
seasonal financing needs.

Additional information is provided in OMB's enrolled
bill report at Tab A.

OMB, Max Friedersdorf, Counsel's Office (Lazarus),Bill
Seidman and I recommend approval of the enrolled bill.

RECOMMENDATION

That you sign H.R. 10481 at Tab B.



EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET
WASHINGTON, D.C. 20503

L

DEC & 1975

MEMORANDUM FOR THE PRESIDENT
Subject: Enrclled Bill H.R. 10481 - New York City Seasonal

Financing Act of 1975
Sponsor - Rep. Stanton (D) Ohio

Last Day for Action

As soon as possible

PUI’EOSQ

To authorize Federal loans to New York City to meet seasonal
financing needs.

Agency Recommendations

Office of Management and Budget Approval
Department of the Treasury Approval(hﬁomm%1Y)
Department of Justice Approval (Informally)
Discussion

With the exception of technical clarifying amendments and a
provision relating to the General Accounting Office (GAO),
H.R. 10481 is substantially identical to the Administration's
bill. That provision would permit GAO to audit all books,
accounts, records, and transactions of New York State or City
as the Secretary of the Treasury or the Comptroller General
may deem appropriate.

The Secretary of the Treasury is authorized by the bill to
make loans to New York City, or to any agency authorized by
the State to act for the City, for seasonal f%nancing needs.



The total amount of such loans outstanding at any time is
limited to $2.3 billion. These loans will bear an interest
rate one percent higher than the market rate on U.S. obliga-
tions of comparable maturity. Each loan must mature no later
than the end of the City's fiscal year (June 30) in which the
loan is made. Loans may be made only if the Secretary deter-
mines that there is a reasonable prospect of repayment, but no
loan may be provided unless all matured loans have been repaid.
The Secretary may require security for the loans. Moreover,

in order to offset Federal claims against New York in connection
with delingquent repayment of loans made under this Act, appro-
priation acts may provide for the withholding of Federal pay-
ments to the City directly or through the State.

The bill establishes a revolving New York City Seasonal
Financing Fund, to be administered by the Secretary of the
Treasury, and authorizes the appropriation of $2.3 billion
to the Fund for the purpose of making loans. All repayments
of principal are to be returned to the Fund, but all income
from Fund investments and loans reverts to the Treasury as
miscellaneous receipts. Upon termination of the Fund's
authority on June 30, 1978, the balance is returned to the
Treasury. The Secretary is authorized to sell any note or
loan obligation held by the Fund to the Federal Financing
Bank. Such sale would have the effect of taking the loans
"off budget."

Finally, an appropriation authorization of such sums as may be

necessary is provided for administrative expenses under this
Act.

72%7”.07’

Assistant Director
for Legislative Reference

Enclosures



EXECUTIVE OFF’lCE OF THE PRESIDENT
#»+7 OF FICE OF MANAGEMENT AND BUDGET

DATE: 12-~8-75

Bob Linder

FRom: Jim Frey

Attached is the Treasury views
letter on H.R. 10481, which was
delivered today Please have
it included in the enrolled blll

file. Thanks.

OMB FORM 38
REV Ays 73



THE GENERAL COUNSEL OF THE TREASURY

WASHINGTON, D.C. 20220

DEC§ 1975

Director, Office of Management and Budget
Executive Office of the President
Washington, D. C. 20503

Attention: Assistant Director for Legislative
Reference

Sir:

Reference is made to your request for the views of this
Department on the enrolled enactment of H.R. 10481, the
"New York City Seasonal Financing Act of 1975."

The enrolled enactment incorporates the Administration's
proposal to provide loans to New York City not to exceed
in the aggregate $2,300,000,000. The Department recommends
that the enrolled enactment be approved by the President.

Sincerely yours,

R T

@ ha LA AT hho  Luai il S .?":/'
General Counsel



ASSISTANT ATTORNEY GENERAL
LEGISLATIVE AFFAIRS

Bepartment of Justice
Washington, B.¢. 20530

December 9, 1975

Honorable James T. Lynn

Director, Office of Management
and Budget

Washington, D.C. 20503

Dear Mr. Lynn:

This is in response to your request for the
views of this Department on H.R. 10481, a bill "To
authorize the Secretary of the Treasury to provide
seasonal financing for the City of New York",6 as it
appears in the December 2, 1975 daily edition of the
Congressional Record. The legislation sets forth
procedures for the Secretary of the Treasury to loan
up to $2.3 billion to the City of New York.

The Department of Justice has no objection to
Executive approval of H.R. 10481.

Sincerely,

Michael M. Uhlmann

JouToy

%,

27g.107%

a’”lv:m’!”‘



e TON MEMORANDUM WASHINGTON LOG NO.:

Date: December 8 Time: lZBOpm
Bill Seidman )

FOR ACTION: Art Quern cc (for information): g0k Marsh
Max Friedersdorf Jim Cavanaugh
Ken Lazarus

FROM THE STAFF SECRETARY

DUE: Date: December 8 ' Time: 300pm

SUBJECT:

H.R. 10481 - New York City Seasonal Financing Act

ACTION REQUESTED:

For Necessary Action .. For Your Recommendations

P

Drait Reply

. Prepare Agenda and Brief

X For Ycué‘-Comments' J— Draft Remarks

REMARKS:

Please return to Judy Johnston, Ground Floor West Wing

pﬂifz;ﬁ/&ﬁﬂw%

PLEASE ATTACH THIS COPY TO MATERIAL SUBMITTED.

If you have cny questions or if you anticipate a
delay in submitting the reguired meaterial, please o B
telephone the Stcif Secretary immediately. Fes e LTI



THE WHITE HOUSE

WASHINGTON

December 8, 1975

MEMORANDUM FOR: JIM CAVANAUGH
FROM: " MAX L. FRIEDERSDORF M é
SUBJECT : H.R. 10481 - New York City Seasonal Financing Act

The Office of Legislative Affairs concurs with the agencies

that the subject bill be signed.

Attachments



ACTION MEMORANDUM WASHINGTON LOG NO.:

Dute: December 8 _ Time: 1230pm
Bill Seidman
FOR ACTIOMN: Art Quern cc (for information):

Jack Marsh

Max Friedersdorf Jim Cavanaugh

Ken Lazarus.

FROM THE STAFF SECRETARY

DUE: Dale: DEC§Mer 8 : Pirnie: W

SUBJECT:

H.R. 10481 - New York City'S‘easonal Financ'ing Act

ACTION REQUESTED:

For Necessary Action For Your Recommendations

Prepare Agenda and Brief Drait Reply
- ‘For Your Comments Draft Remarks
REMARKS:

Please_ return to Judy Johnston, Ground Floor West Wing

“

PR

PLEASE ATTACH THIS COPY TO MATERIAL SUBMITTED.

If you have cny questions or if you anticipate a
delay in submitting the reguired meatericl, please
telephone the Staff Secretary immediately.
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THE WHITE HOUSE
ACTION MEMORANDUM WASHINGTON LOG NO.:

Date: pecember 8 Tigh 1230pm
Bill Seidman /X~ :

FOR ACTION: Art Quern LA cc (for information): Jack Marsh
Max Friedersdorf"/ Jim Cavanaugh
Ken Lazarus

FROM THE STAFF SECRETARY

DUE: Date: December 8 Time: 300pm

SUBJECT:
H.R. 10481 - New York City Seasonal Financing Act

ACTION REQUESTED:

For Necessary Action For Your Recommendations

Prepare Agenda and Brief

Draft Reply
= For Your Comments Draft Remarks
REMARKS:

Please return to Judy Johnston, Ground Floor West Wing

PLEASE ATTACH THIS COPY TO MATERIAL SUBMITTED.

If you have any questions or if you anticipate a
delay in submitting the required maierial, please K. R. COLE, JR.
telephone the Staff Secretary immediately. For the President
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EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET
WASHINGTON, D.C. 20503

1

DEC 8§ 1875

MEMORANDUM FOR THE PRESIDENT
Subject: Enrolled Bill H.R. 10481 - New York City Seasonal

Financing Act of 1975
Sponsor - Rep. Stanton (D) Ohio

lLast Day for Action

As soon as possible

PUI‘EOSQ

To authorize Federal loans to New York City to meet seasonal
financing needs.

Agency Recommendations

Office of Management and Budget Approval
Department of the Treasury Approval(%ﬁPNﬁ%l?l
Department of Justice Approval {izforzally)
Discussion

With the exception of technical clarifying amendments and a
provision relating to the General Accounting Office (GAO),
H.R. 10481 is substantially identical to the Administration's
bill., That provision would permit GAQ to audit all books,
accounts, records, and transactions of New York State or City
as the Secretary of the Treasury or the Comptroller General
may deem appropriate.

The Secretary of the Treasury is authorized by the bill to
make loans to New York City, or to any agency authorized by
the State to act for the City, for seasonal financing needs.

T it

Attached document was not scanned because it is duplicated elsewhere in the document



941 CoNGrESS | HOUSE OF REPRESENTATIVES (Reer. 94-632
1st Session Part 1

INTERGOVERNMENTAL EMERGENCY ASSISTANCE ACT

NoveMmBER 6, 1975.—Ordered to be printed

Mr. Reuss, from the Committee on Banking, Currency and Housing,
submitted the following

REPORT
together with

ADDITIONAL, INDIVIDUAL, SUPPLEMENTAL,
MINORITY, AND DISSENTING VIEWS

[To accompany H.R. 10481]

The Committee on Banking, Currency and Housing, to whom was
referred the bill (H.R. 10481) to authorize emergency guarartees of
obligations of States and political subdivisions thereof; to amend the
Internal Revenue Code of 1954 to provide that income from certain
obligations guaranteed by the United States shall be subject to taxa-
tion; to amend the Bankruptcy Act; and for other purposes, having
considered the same, report favorably thereon with amendments and
recommend that the bill as amended do pass. :

- The amendments are as follows:

Page 3, line 7, strike out “102d” and insert “101(d)”.

Page 4, line 17, strike out the semicolon and insert the following:
in amounts and terms sufficient to meet the municipality’s
financing needs during the period covered by the plan re-
quired to be submitted pursuant to section 105(a)(2) of

this title; _
HEeariNGs

The Subcommittee on Economic Stabilization of the Committee on
Banking, Currency and Hoysing held 5 days of hearings on the matters
covered by this legislation. 'ﬂi‘he purpose of the hearings was to develop
information relative to the following areas of inquiry:

‘ 1. What is the current financial situation in New York City and
how did this develop? What would be the consequences of de-
fault ? What is needed to prevent default ?

57-006
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i i ial i nt of New York State

_What is the precise financial involvement :

wi%h respect to ’Eew York City’s current crisis anfdt }X;L%;fl %32-
lems have accrued to the State as a consequence é)t s e
ment? What would be the consequences to the Sta e b Rew
York City default? What is needed to prevent these cg ¢ ({lxlt nees!

" 3. What are the national impl.ieamons? How would te_ Ii: it aftect
states, municipalities, other units of local government 1 bermos o8
their a;bility to borrow and to provide essential public serv »and
to maintain fiscal responsibility? What would be the impac

7 d employment ? o i
reim%?izinari tﬁe fntemational m%phca,twns of default by New

rorks City and/or New York State? L
X%lkﬁgli?t ?g t}/xe nature and basis of a Federal response, if axtnd
constitutionally, and in terms of other Federally-supporte

. 2 ‘ )
pr(égl\%"rﬁzé kinds of intervention are available to the Fe’de’ral Gov
ernment, within the context of the central ,(_fo\,’e}‘n1’11@(3:1‘1%3??1 T tes%%nisll(i
Eility (izf any) and which 18 the rlnost ag}p};}pri%:e. ‘What shou

ditions for Federal involvement, 1T any ‘

T}tl)(fsglﬁe?;xﬁl in the course of these hearings included th%' May(%t )alﬁﬂ
other public officials of the City of New York; represeét-a wei ;) o‘lf ub-
lic interest groups within the City of New ’lm;k; the ‘OVQYX of the
State of New York, the Chairman ofhthe]}) §tatf S Mt:d?}im%a&dgzili t%the

Cornoration. the Comptroller, and the irector 0 e , S
‘S‘)? ;&0?{1?%11}3@0;;1111&5@@ also 7rec%awed tfs{:tmor{y f}:om gefxiziiejﬁfgt\?eiz

e * » . . ; v \” > - an " h '
of banks within and without the & tate of 1 ;m or and from (e e
York State Superintendent of Banks andAlrom mparin e o e
three federal bank regulatory agencies. AlS0 appe e g b
e esentatives of various elements of the securities ¢ y and
g:: ilzzexgéeof the two principal munﬁlpal bor%d It'%tm% i‘egl‘glgf?t?es ;I‘es;c;d

’ i the Mayors of other la ies, &
mony was also received from e o National

representatives of the U.S. Conference o yors, th
%g;gue %f Cities, and the National Association of Counties. Among
other witnesses who appeared were several who are expert in mttern;xr;
tional economic and political relations, in the law of barékmp ey, i

constitutional law, and iI(li tfhe legal aSpecgstgfe?(\)xﬁ%gaimggilg;i. Fed

Testi ; was received from representative ‘ an Fe
ora{tgzgré? I’Raachers and the American Federation of State, County and

Viunici loyees. . .

M%I;lrf; 1?,;1 %ﬁ%pSﬁbcommittee had as witnesses the Chairman of the
Board of Governors of the Federal Reserve System and the Secretary

of the Treasury.
R NEEp ¥or THE LEGISLATION

_ Efects of Default on New York City o ‘
! Y(Cfur Corj;lmit{ee believes that in the absence of Federal gugl {zgntée
assistance as provided in this legislation, your Committee efleygsy
that New York City will be forced to a default on the great mﬁ}om ¥
of its $2.5 billion in short-term obligations maturing betwiep de;en]l};
ber 1, 1975 and June 30, 1976, and that the effects of suc ﬁ f age
would be lasting and destructive. In the immediate aftermat t(})} a I;
fault, the city would face a shortfall of about $1.2 billion in the cas
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which it requires for operating expenses and capital projects from
December through March. Without Federal assistance, the city will
probably find it impossible to market the tax anticipation notes which
ordinarily meet that shortfall, Were that $1.2 billion not to be forth-
coming from any source, cuts amounting to about one-third of total
city expenses exclusive of debt service would be required; these cuts
would represent most of that part of the expense budget within the
control of the Mayor. Mayor Beame has testified that such an event
would leave the city virtually without police, firemen, sanitation, or
schools. Vendors who supply the city’s hospitals, schools, administra-
tion and essential services would not be paid; general sflortsa,ges and
a wave of personal bankruptcies might. ensue. Your Committee be-
lieves that this could not be allowed, and therefore concludes that
Federal guarantee assistance would be forthcoming through renewed
legislative action in any event.

n addition, a default would have an adverse impact on the revenues
of the city. An advance of $800 million, which the State of New York
made to the city in the last fiscal year, would not be avallable again if
the city defaults. Since real estate taxes are tied to payment of debt
service, the city may find a high percentage of its real estate tax reve-
nues uncollectible m the event of default, producing an additional
annual shortfall of perhaps $500 or $600 million. These additional,
prospective shortfalls would have to be met with Federal assistance;
and they would complicate the problems involved in the sale of tax
anticipation notes. For this reason, your Committee believes that un-
guaranteed certificates of indebtedness, no matter what priority they
might be given by a Federal bankruptey court, could not provide an
adequate flow of revenues to the city.

Over the long run, if one assumes that essential services are main-
tained after default and that the immediate consequences of failing
to do so areaverted, then in the absence of legislation providing for an
orderly transition to a balanced budget, New York would be forced into
bankruptey. In all events, the flow of services to the eitizens and cor-
porations of the city would be significantly reduced and the tax bur-
den would increase. The consequence would be renewed financial dif-
ficulties, perhaps. a second bankruptey, and a repetition of the cycle.
Your Committee feels that such a course poses unacceptable costs on
the city of New York. and on the citizens of the United States
as o whole. It would be far better, and far less costly, to provide New
York the means to work out of its enrrent diffieulty with Federal
assistance. That is what the proposed legislation seeks to achieve.

2. Effects on the Municipal Bond Market ,

In its Background Paper No. 1 of October 10, 1975, entitled New
York City’s Fiscal Problem: Its Origins, Potential Repercussions,
and Some Alternative Policy Responses, the Congressional Budget
Office has described some of the adverse effects on the municipal
bond market which might flow from a default as follows:

The impact of a New York City default on the municipal
bond market is much more hazardous to predict [than the
impact on individuals and insurance companies]. To date,
the evidence indicates that New York’s problems have had
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i if ‘any, i ituati i ¢ municipal
le. if ‘any, impact on the situation facing most municipa
%gi'fc;vlvers. %%iéldg on municipal issues have m@lntame% their
historic relationships to those on (_*,orporat.e.lssiles t0 -%Om-
parable maturity and quality. V&;lhﬂe gnur%lcqz; . ;ﬁr:,?:e :;173
oed up T ‘ the rates for ate
edged up recently, so too have t. o8 Lo D more
urities. Of course, it 1s possibie tha en mo
igg:;: 1(1:22 are processed, thegr will show that a dramatic shift
' cen place. . !
ha’i‘ixaé%;zgageégome significant exceptions to these gen_erahlza-
tions . Investors have clearly If,I‘oar'cedl totihy ?{T}Ve?t", »{gox:vhipcv}v;
' ‘tv municipal offerings. However, the eX ‘ 7hi
fcll}lllfgl1'1tsy’clllrelauloy—pI;‘oduct of New York’s difficulties .ratheé‘ ;haﬁ
the competition from an unusually large quantltybo 4 ;gr_
quality municipal and treasury offerings cannot be de ‘fl :
mined . with precision. Some larger, older cities, especia g
* those in the eastern and northcentral ag'eas, }éagf bﬁeeréaflc;reci ;
5 pav unusually high rates of interest, propaoly of
gﬁeli)r };uperﬁcialyﬁs}cal resemblance to New York. For ex%np
ple the rate paid by Philadelphia rose from 6.5 percen 11%
Fe]arualry‘t(:)' 8.5 percent in July. Detroit, partly b_ecausg, o
its extremely high unemployment rate and its budgetary

problems, has been forced to pay roughly 9 percent throughout

“The specter of a city default dragging down the state
' ‘}11325f(;1r‘(}1l:d:%ew York Stz&_e’s rate up to 8.7 percent.hIt_ »ag}slo
‘should be noted that certain borrowing agencles suc, tas he
Housing Financing Agency in New York and its sis! e11'1»-.01f-
ganization in Massachusetts, both of which relied on 1;{) | Héﬁ
over short-term notes to avoid the high rates associate Wllx ;
~ long-term borrowing, have been forced out of ’%}lle. 1%9?1' de
" completely because no syndicate will underwrite their oon: 1;s.
A default by New York City could cause this situation to.
become more widespread. Banks, individuals, and 1£suranc_e
companies may be unwilling to risk new .ca,I,nta,l in the I[;Elnl-
cipal market until the dust from the city’s default se ¢ es.
Fiduciaries may shy away from this market, out of a fear
" that they would be liable for investing in risky securitles.
" If such a reaction occurs, it would cause a widesperad crisis
among the states and localities that depend upon access to
cr%iE)LOne knows how many jurisdictions can avold borrowing

for a period of months, but undoubtedly a number of large.

it d states would be forced into default, at least tem-
' ;&zsrﬁ;, if they were denied access to the bond market. Eo(li
- the most part these jurisdictions would be those that ha
counted on rolling over or refinancing their bond anticipation
notes. Those governments that depend upon revenue or t:ﬁ
anticipation borrowing need not default; rather they wou
have to restructure suddenly their expenditure pattern tcl) (fon-
form to their inflow of revenues. In some cases this wou _exé-
tail sévere: temporary service cutbacks. For the governments
that borrow, for long-term capital construction, a temporary

5

closing of the credit market would mean a postponement of
building schedules which would affect the level of activity in
the construction industry. , “

It is also possible that the municipal bond market is fairly
sophisticated and that it has differentiated on objective
grounds the situation facing New York and a few other juris-
dictions from that facing the vast majority of other municipal
borrowers. In fact it has been suggested that the possibility
of a default by the city may be largely or even fully dis-
counted by the market already. If this is true, the major re-
percussion may well be a general feeling of relief that default,
like impeachment, is a storm that can be weathered. A new
sense of stability could return to the municipal market, espe-
cially if the city were able to reorganize its debt quickly and

prove that it could meet the payment schedule on its restruc-
tured obligations.

3. Effects on the Banking System :

Your Committee received much testimony on the effect of a New
York City default on the banking system, much of it in disagree-
ment. The testimony on behalf of the Board of Governors of the
Federal Reserve System was that “the public need not fear for the
stability of our banking system if a default does in fact take place.”
The Comptroller of the Currency testified that the effects would be
“controllable”, and the Chairman of the F.D.I.C. reported that, under
certain assumptions, fewer than 30 of 8,889 nonmember insured banks
surveyed would become causes for supervisory concern in the event
of default. On the other hand, the Superintendent of Banks of New
York State testified that a New York City default would have “sev-
erely adverse” consequences for the banking system. The Chairman
of the Board of the Morgan Guaranty Trust Company of New York
testified that, in his opinion, “the potential consequences of any de-
fault are essentially unknowable before the event”.

The single greatest danger to the banking system in the event of a
New York City default is the possibility that large holders of cer-
tificates of deposit at New York banks would withdraw their holdings
and seek other sanctuary for them, perhaps abroad. Were this to occur,
a substantial contraction of liquidity throughout the economy might
ensue, with very severe consequences for the national banking system.
The probability of such an occurrence seems slight, but in view of the
substantial holdings by foreigners of large certificates of deposit in
money market banks, and the unpredictability of their reaction to an
event which is difficult for them to believe can happen, no statement
about its consequences can be made with confidence.

A second significant danger to the banking system might arise if
New York State and its agencies were forced to default in the wake
of New York City. While testimony from regulators was in agree-
ment that the number of banks placed in jeopardy by virtue of their
excessive holdings of New York City paper 1s relatively small, most
testified that the further default of the State would make matters
considerably worse. Whether such a further default might trigger
psychological reactions leading to collapse can only be guessed.
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i ioned disasters were to
1f one assumes that neither of the afqrementlone
occur, then the effects of a New York City default on banks and other

financial institutions which hold maturing New York paper may be

ized as follows: .
Su%%?;:l,‘lﬁl s?lch banks would have to deduct from estimated revenues

for the current fiscal year t}ﬁz %nig}rlest payments on New York City
igations which would not orthcoming. )
Oblslgfgrll(()lr,lsaﬁ such banks would be forced, eventually if not at once,
to write off the lost value of their holdings of New York »Cltyl })aper
against their capital. To the extent that such a write-off wou (B prl(;—
duce liquidity problems for some banks, the Federal Reservg‘ an i
stand ready to provide the necessary additional cash at the 1 1scoun}
window. Federal regulators have assured your Committee that T,lufi !
write-offs would not be required until enough time had elapse1 3
determine the real value of such assets. If an exchange of defaulte
debt for longer-term obligations can be affected within a short time,
the capital write-down may be averted altogether. . -
Third, certain banks may be subject. to legal action on the p(im. o
their shareholders, as well as beneficiaries of trusts and other 1sl;:re-
tionary accounts, who may claim that the bank had either not eel?
sufficiently prudent in diversifying its portfolio so as to minimize mst,
or that the bank had not reviewed vy1t&1 sufficient caution the accounts
¢ New York City over the long period. )
Of’P}fe magnitudg of such effects is difficult to gauge, in part beczlmge
such surveys as were done by the regulatory agencies tended to exclude
trust department holdings of New York City debt, and _toff(v)cus ezt(;-
clusivelv on that part of the debt held by banks for their own (%30;0(-)
folios. Testimony received by the Committee indicates that 20 i’
banks throughout the country would be seriously affected by a New

York City default.

4. Effects Throughout the Economy ‘ o a
The default and bankruptcy of New York City will injure d,‘m
economy of the United States. On this there is no doubt, and no dis-
aoreement. Your Committee does not know, however, how sel(ligus
the effect will be. Within New York City and in the surrounding
region, the effect will be severe; increased joblessness, curtailed sgll:}vl -
icgs, and the possibility of personal and corporate bankr11pt<:1e§. : e
psychological effect of a New York default on the rest of the atllon
may produce similar defaults and similar consequences. Op the o 1er
hand. the default and bankruptcy of New York City could trlgge} a
national and international financial collapse. Your Comml,ttqe belhe)x es,
however. that to ignore the problem of New York City’s 1nso ycn.(;y
would be to. court an exceedingly large risk. It would also 1111%? e
large, unanticipated Federal costs: in direct assistance, in v}rle que{
and unemployment compensation, in lost taxes, et cetera. Both the r11{s
and the costs can be averted by the adoption of a plan which makes
the City solvent again, but which provides the bridge whereby it can
do so without a destructive economic convulsion. The proposed legis-

lation provides for such a plan.
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5. The Effects on America’s International Position

What is the probable effect of a default by New York City on the
financial markets of the world, and, secondly, on the longer-range
political interests of the United States?

The answers to these questions are conditioned by the fact that
people who live in states with centralized governments—which means
most of the world—cannot understand the intricate relationships of
power and responsibility between municipalities and states and the
federal government in a true federal system such as our own. In Eng-
land or France, it would be unthinkable for a major city to go bank-
rupt. In France, with a highly centralized system, the state exercises
substantial control over the finances of local government units, and in
Germany, ever since the depression years of the 1930s, the states have
rigorously overseen the finances of municipalities. In Britain, the
national government assumes such responsibility for the nation as a
whole that there is no real possibility of default; the budgets of local
authorities are approved each year by the British Treasury and no
local authority can sell securities in the capital market without its
approval.

Thus, when the Federal Government announces its refusal to assist
New York, Europeans are perplexed and deeply  disturbed, and
some are even expressing suspicions that it is perhaps not only
New York City that is in trouble but the Federal Government itself.
The repercussions of a default would, of course, be considerably in-
tensified if New York City’s problems were to bring the State itself
into difficulties.

Clearly, no one can measure the total impact, either on the parity
of the dollar or on foreign securities markets if the Federal Govern-
ment were to sit by while New York was forced to default. The answer
would depend to a considerable extent on the impact which that event
might have on United States financial markets, since we live in a
world where interdependence is an economic and financial fact. The
financial health of New York and other large American cities is an
element of real significance to the stability of the world’s financial and
monetary system.

Consider, for example, these excerpts from recent telexes provided
by a witness who spoke in opposition to Federal assistance—commu-
nications from foreign correspondents all of whom he characterized
as experts on international economic and financial affairs:

Frankfurt, Germany ’

. Default would basically indicate that, generally speaking,
important things are out of control in the United States.
Until recently, 1t was unbelievable for the Europeans that
anything like a default of a public authority would be feasible.
In fact, it would be impossible in Europe. From this point
of view it would be concluded that the situation must be
really disastrous. Default will undermine the confidence in
American institutions and thereby the confidence in Ameri-
can stability and recovery, and that could exercise further
negative influence on our own recovery.



Switzerland o o
The prospect of a default of New York City last week had
very little impact on our ﬁna?cialhma;‘k%‘if ’t 1 vgggé%’ s}?grg%rﬁ
. the main reason for this 1s that no -
?12331 lt%}?;t ite could ha,pé)en. 1 hate to imagine the conse

quences if it had happene

Paris, France ) e
aIt i,s very difficult for the meﬁl to %drjl[lﬁlthig glﬁ th:ir];
can defauit when Paris, Marseille and Li1-9 ™ L In o
— ty goes hand-in-band
country where financial solidarity wnd b nts
national solidarity, the French cannot perceive habitan,
iti to an intervention in
of other states and cities being hostile ; e g of
behalf of New York City. Bankers now fear a " ung of
o beginning to worry about the large £
tc}zlmfl%(;g%{g %Ifl%aéiv Ygxl'k Citgy cannot honor its obligations.

London, England X )
Gene;ally, bond market has been concerned al;)\?ut 1:35c()(s)s11k
bility of higher interest rates in the event of New

default.

Tokyo, Japan 1 dton in
expect the federal government will Step
tol\sg?vsg ghaépcairg;? e;fhig would be a logical Japanese solution to

the problem.

The world financial system, and therefore our own national fi-

nancial system, have been weakened by recent bank failures and by

the world recession. The balance between .optimisir& agiigfs%ﬁrﬁlé
now heavily weighted on the side of pessimism, could p ‘iﬁcan};) bacome
even worse if the system WBI]‘; subj} ecwd'md?x?i?svi gllédnilg:}ork et

rorld’s financial markets are an Inalvisy ork, ;
int’gﬁa‘gﬁg than the economies of the mgiustma%we%t naftg);ls.o gxlxeﬁil:;-
ket for state and municipal bonds is an integral part o

cial system, and therefore of the world financia §y§2emsi‘, 43; %gssi gi; ﬁlalt
vestor conﬁ’deme in municipal bonds, driving up in rsh T e
sector of the American market, would have effects on he entive strue
ture of interest rates and stock prices here and t}}rolu% é)u . the hipdioes
There is no way in which these events can be 1s0 ei & izm money
flows freely to and from every part of the financial systerm,

i ionally. ] ) )
allg;g}ixllﬁeggs?ﬁz can read the Ii]uropean tﬁzéang;)a;legzgsg (:glt%c:;;to ;zzil
iz ' York’s problems have created 2 nsion.
mé%%iﬁ??&iie vf‘;ns;mcial gircles would attribute what they gig@lfteﬁ gx;i
%illful and arbitrary refusall tOf tl}thederaiv(gggzgnﬁgg thg ;mpact ne

i i i itics. They are tha
to irresponsible domestic politics ! ried that e e aro
depress the American economy 2 me when they ure
gglfl?lli:}flg gx‘ilgn Agnerican upswing to give a boost to t}tl)eni( 01?1 1yn Egllt;;
ino economies. They fear, in fact, that an American setbac g
ol

ipi i ession.
te a slide toward world depr ] ] .
m%}ﬁ;ders in foreign countries do not, as do many Americans, conft

the bankruptey of 2 corporation in the private sector (such, for ex-

i j¢ nment.
ample, as Tockheed) with the default by a major arm of Governm

.

The default of a private company is, as they see it, 2 phenomenon quite
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normal in the operation of a capitalist system; but for the Federal
Government to sit by immobilized while one of the great cities of the
world defaults on its obligations would, however unfairly, raise ques-
tions as to the good faith of our political authorities and create doubts
‘as to the responsibility of our national Government and, hence, the
validity of its promises.

Witnesses before your Committee testified that default may also
have an important impact on relations between the West and the Soviet
Union as well as on Communist party activities around the world,
particularly if that default should result from the failure of the
Federal Government to come to New York’s rescue and that critics
of capitalism throughout the world would interpret the default of
New York City as a symptom of the sickness of American capitalism;
their arguments would surely also carry weight with the peoples of
counties whose economies may be injured if a New York default
triggers an international economic contraction. Your Committee is
concerned that the bankruptey of an important arm of the American
demoeratic system would disadvantage those who seek to argue the
cause of democracy around the world, and especially in countries whoge
political futures are troubled and uncertain. '

It is therefore a matter of high importance in the judgment of your
Committee, both in our own economic interests, and 1n the interests of
our national state in the solidarity of our international relations that
we act promptly to avert the bankruptcy of the city of New York,
and of other cities in trouble.

Purrose or TtHE BIiin

In order to provide the Federal Government with the necessary
legal authority to deal promptly and effectively with an unprece-
dented financial crisis, the bill creates an emergency board consisting
of three Cabinet officers and two independent agency chairmen, which
is authorized to guarantee, under stringent conditions of eligibility,
State agency obligations where that action is necessary to prevent
or mitigate the effects of a municipal default.

The total amount of long-term obligations which could be under
guarantee at any one time could not exceed $5 billion; this would
drop to $3 billion in 1989, and all guaranteed obligations would have
to have a final maturity in fiscal 1999 or earlier. In addition to the
foregoing, outstanding guaranteed short-term (11-month or under)
obligations could not exceed $2 billion at any one time.

While it is believed that both costs and risks would be minimized
by timely action to forestall the occurrence of default, the bill is
deliberately designed to enable the Administration to take action to
limit the destructive processes which default would set in motion, and
to assist an orderly transition to a sound municipal fiscal structure in
our Nation’s largest city at the earliest practicable time.

Tas CoNsTITUTIONALITY OF FEDERAL AssrsTance o NEw York Crry
AND Its Iapact on THE FEDERAL SYSTEM

In his statement before the Senate Committee on Banking, Housing
and Urban Affairs on October 9, 1975, the Honorable William E.
Simon, Secretary of the Treasury, indicated that assistance by the fed-

H. Rept. 832—75———2



10

eral government to municipalitlies, 3ndhpi\rtimilliac121y c%)fﬁl\;elﬁizsgr%{n(ilﬁgé
1 sop
would present “grave practical and phl o roal Ao ot federal-
it ontravene “constitutionally-imposed P P
ign‘ly\iogl('}ngiples which lie at the heart of the structure of goxtzrrzmg;tl
in this nation.” Tt is your Committee’s view that the constitutio
ini cretary is erroneous. ' o
Opglxllozlh%flt)ls;:igi)f expzrt testimony and written bsutgﬁnsi?lo(?:r :{)Ié 21‘176
it i ‘ttee’s view that assistance by the e -
record, it is the Committee's view that assictance b iy, purchase v
ernment to New York City, whether by di b subsids , purchase o
cecurities, or guarantee of securities, would not vio y
E?gg;itlsiincipﬁe, and would, in fact, strengthen rather than weaken
\ § £ the federal system. o )
th%%;gﬁglsl; %gs plenary power under thedCo}Iistlﬁuttlfo? E? i:c;gz ]E(lji?ﬁég
e
- £ New York and other institutio
prevent the bat Stuptey ¢ in the exercise of its own respon-
he authority of the States In the e3 )
gl%?ﬁil;s efor the co{nmon defense and general welfare of the United
St%tﬁ:. sroblem in this ease is the obverse of that presenteﬁl ﬁl;
M cUuZZ(l)ch v. Maryland. The 1"eas0mn%j of t(.]thlf_f Jlithfi)C&ll\dfxz(s)nafor
opinion in th lished a firm Constitutiona
opinion in that case estab o o or States)
i tion to assist New York and other cIti€ (
lfl?ii?flfﬁ(:ii??ﬁ&Clllties, if the Congress should determine such action
in the national interest. ) ]
w0 ](O]?);I;titﬁtionally, there is no Wal% olji separatclion_ betw g;ntlg};elfgﬁﬁf
a tion. A State cannot challenge a decision > nat
;lllllctu}fh:rgtaeiltrusted by the Constitution tol;he 1Zlatg>n%1 1?11%}10210?17‘
) i bar 1 ’ ut the con-
That was the issue at bar in cCulloch v. Maryland. Bt o
itut i the nation decides
stitutional problem is altogether different when the
:glt}lllelgna stIz)Lte, or a city, without denying 1its legislative competinge
in any way. The basic reason for the difference 1s brought Oi} fm
McCulloch v. Maryland itself. A Statﬁ 1eg1s1atur§ canrfosterslf:éthrt*
than the people of a State. Others are not repre - B
Egiil“ess embodIi)es It)he whole of the Nation. There 1s no reason .wlhy
the whole nation should not be free to help one of its parts, if it wishes
to do so. ‘ ) . ;
1 i est on a number 0
Congressional action to assist a city could res
Sweciﬁ(%F constitutional grants of authority to Congress, andlon al&
those grants viewed as an aggregate—the judicial approach uSﬁ
in McOulloch v. Maryland. Congress is of course constltutlona‘hy
free to appropriate funds for the benefit of New York, so long as tt e
broad political test of Article T Section 8 is met. Congress appropriat gs
billions of dollars every year to support programs of housncig, city
planning, welfare, education, assistance to police forces, and so otn
affecting both cities and States. The United States owns large ampx;n s
of property in New York and other cities. It could, if it wishes,
decide to make grants to those cities in lien of local property taxes, as
it does in communities where there are national parks and forestsi.f
Coneress could find the financial health of New York a factor 01
impgrtance to the stability of the national and the internationa
monetary and financial system-—as indeed 1s the case—and act ac_j—{
cordingly in the exercise of its comprehensive powers in the fields o
interstate and foreign commerce, money, finance, and foreign affairs.

-
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Assistance by the federal government to the City ot New York by
guarantees of taxable securities would involve the exercise by the Con-
gress of its power to “lay and collect taxes ... and provide for
the . . . general welfare of the United States . . .” This power, under
Article I, Section 8 of the Constitution, is generally referred to as the
taxing and spending power and, particularly with respect to the power
to spend for the general welfare, it has been regarded as one of the least
restricted and most broadly inclusive powers of the Congress. Indeed,
one may go so far as to say that there simply is no significant con-
stitutional issue with respect to the Federal power to spend for the
general welfare. The power is not constrained by any obligation to
spend equally throughout the United States and, in fact, the power has
never been exercised with any such constraints in mind. Thus, proj-
ects which primarily benefit one region or one part of the country are
authorized to the same extent as spending programs whose benefit is
spread evenly throughout the nation.

As we approach the Bicentennial Year, it is well to remember that
one of the earliest exercises of the federal spending power was the
assistance by the federal government of the original States comprising
the Federal Union. The first Congress of the United States voted to
have the federal government assume the debts incurred by the original
states. Indeed, this particular exercise of the Federal spending power
followed a historic debate in which the Hamiltonian view of the
broad grant of the spending power prevailed over other views which
would have limited the exercise of the spending power to objectives
within the powers expressly delegated to Congress in Section 8.

In recent times the spending power has been exercised very fre-
quently and very broadly for the benefit of state and local govern-
ments. Aside from recent exercises of spending power involved in the
revenue sharing program, which constitutes a direct and relatively
unlimited subsidy to the states, the spending power has most fre-
quently been exercised through the familiar grant-in-aid mechanism
of these programs—whether 1n the housing, public health, education,
agriculture or environmental field—has been to provide for a grant or
subsidy to state or local governments for particular purposes deter-
mined by Congress to be for the general welfare of the United States,
imposing such conditions on the grant as the Congress finds useful or
necessary. Thus, in a variety of categorical programs, state and local
governments have been required to meet a variety of substantive
standards—which frequently involve the promulgation of new state
or local law or regulations—to meet the Federal conditions. It is clear
that the grant-in-aid system which has provided the necessary means

for State and local governments to engage in a variety of programs,
such as in housing, public health or environment, has generally had the
effect of strengthening rather than weakening the federal system be-
cause it has enabled the states and localities to undertake tasks and
meet obligations which they would not otherwise have been able to do.
Thus, a program of assistance to major cities in the United States, or
to New York City specifically, would not involve an exercise of Fed-
eral power which is either unusual or a substantial departure from past
practice.

Whether or not State and local powers are adversely affected so as
to imbalance the federal system depends essentially on the nature of
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the conditions imposed on the assistance. This, however, ceases to be
a matter of constitutional limitation and becomes primarily a matter
of sound and rational policy. The Congress is, of course, free to im-
pose on States and municipalities any condition it desires (except con-
ditions which violate the Bill of Rights; in return for the assistance.
The city or state in turn is under no obligation to accept the federal
assistance if the conditions appear too onerous or burdensome to it.
T other words, the system of assistance is an affirmation of the federal
system rather than its weakening or denial. Since a city or State is
free to accept or reject such help, it does not act under federal compul-
sion but retains its choice, and the concept of municipal and State
integrity within their own proper spheres in the federal system is
preserved.

This is ample evidence that the imposition of federal conditions and
requirements on states and municipalities has not and will not weaken
the federal system, though indeed default by the city of New York
would do so. The federal government has imposed far-reaching obli-
gations on the States and %ocalities under Social Security legisiation,
under the Fair Labor Standards Act, equal employment laws, and
under a variety of other regulatory legislation. While clearly these
laws have imposed obligations on gﬁe States requiring them to meet
federal standards, and while the impact of these laws hag oftentimes
been to increase fiscal burdens on State and local governments, there
have been few assertions that these requirements have resulted in un-
constitutionality imbalancing the federal system.

If assistance to New York City is regarded as a preferential and
uneven exercise of federal power, the clear response is that such exer-
cises of the power have invariabiy been justified—and properly so—
on the grounds that they benefit the general welfare. Federal programs
to provide local disaster and flood relief, to assist agriculture for
industry in particular parts of the country, and to assist particular
segments of the transportation or communications industry have
always been justified on general welfare grounds. It cannot be as-
serted that a default by New York City with its far-reaching impli-
cations on the economy of the nation is not a matter which affects the
general welfare. Hence, even if the city of New York were singled out
for special federal aid, the legal justification lies in the need to provide
for the general welfare of the Nation. : N

Federal assistance to New York City can also be justified on tra-
ditional grounds of the commerce power. Whatever the estimate of
the consequences of a default by New York City on the economy
of the Nation, there is little question but that such a default would
greatly affect interstate commerce in municipal securities and could
lead to a general loss of confidence in other securities as well. A New
York City default would have far-reaching impact and effect on
interstate commerce, and the prevention of such adverse impacts on
interstate commerce is clearly within the established ambit of the com-
merece clause. It is hard to argue that the prevention of the adverse

impact of defaunlt on interstate commerce is less justifiable an exercise
of congressional power than the regulation of the adverse impact
flowing from environmental damage, or the regulation of adverse
effects of the payment of inadequate wages to workers employed
in industry or in State and local government. ‘
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- Derarep Descrrerion or H.R. 10481

STRUCTURE OF THE BILL
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T ¢ the stances und i
gl(%glagnl;iemgge Saizvigab&?' to ég, distressed municipald?;; ‘ighf}}ll; gyﬁlg}?

) orate ovungations which are issued for it
Title IT of the bill makes & conformi b to the Toenedt:
Revenue Code to provide that the ii?mg on iy S oo the Internal
‘ C ! terest on any obligati ;
anteed shall be subject to Federal inoo%% taxati 7. AS voported e |

* - . b § I : i

Sg;égggt;g tile I;ill cj%ntalins a heading for ax%ilt?g I%l? §§§?§§ (flo}ghtgixs

ner 0 the Bankruptey Aect in ¢ \ i
ta,uglng such provisions might jgossi«‘bjiy1 ?)e ?;meveﬁtb;hgﬁe %gglln;(i:i?bg
on b eIJ udiciary and incorporated into H.R, 10481 by a later ame: de
f;eg};l - Il‘itli};e aﬁgﬁ;ﬁgl Wlﬁchéngowfs, under headings which oorrespglmi '
o th clion headings of the bill as reported.
oo e Ttk of s the legal effect
ar detail? ed purpose of the provisions of Title II)oa,nd 1T are iscussed

SecTrON-BY-SECT
§1. Skort Title SecTION ANaryss

This section provides that the short ti
titl i '
tergovernment Emergency Assistance Aét.e of the Act is bo be the In-

TITLE I-INTERGOVERNMENTAL ‘
) EMERGEN
ASSISTANCE . v

§ 101 . Deﬁfne?tim and rules o’f construction :
This section sets forth definitions and rules of construetion. The

~ term “political subdivision” has developed an established legal mean-

ing under the Internal Revenue Code, and thi i
; I X s bod i
ggggggxéegnléirri}fler%ﬁ tSegtmnkI()?»( d) makes cleaor %rha?tf z%g; a:,lgtilélnﬁ
! e bill to be taken by a Stat,
agency or instrumentality of the Stgte Whici Ciasna%ep-rtgszg 11))33’: %;I}Eg

the purposes of the State law creating any sucltlle algegtizli‘gs fgll:

§102. Establishment of the Board

This section sets up the Inter ;
tion : governmental Emer, " Assi

gggl'%t ;gh’if?}}llelﬁ 0vre:set'ied }\imth dthe; discretion to issue guegsgnt%:??ﬁgg

t 2 ard, wnose decisions are to be made by majority v.
1s composed of the Secretary of the Treasury. a irman, the Seere”
of Y, as Chairma -
%gy of Housing and Urban Development, the S‘aecretsu';:l ’o%fh%lsegﬁg}el
uducation, and Welfare, the Chairman of the Board ¢f Governors

of the Federal Reserve Svst : , oW
and Exchange C(}mmissiozg em, and the Chairman of the Securities

§103.  Authority for guarantees

This section authorizes full or i | o
] ) partial guarantees of St iga-
tions, and requires that where the Board denies an ‘applicastizge /ﬁb}éﬁit
;e%og éltxs Igasomg in writing to the Governor of the State ancem@jd
Slénate & :d t(}):?%gxt;ﬁn %?egznkéng,kl.{ousing, and Urban Affairs of the
i T ) 1
Flouss of Remmoommitte anking, Currency and Housing of the



14

Section 103 refers to the rule of construction set forth in section
101(d) in order to make clear the intention that obligations of a State
agency or instrumentality may be guaranteed by the Board if the
purpose of the State law creating 1t was to provide a mechanism to
deal with the fiscal problems of a municipality.

§ 104. Purpose. : ‘
Guarantees may be made for either of two purposes. One s to enable
the municipality to continue to provide essential public services and
facilities. The other is to prevent or mitigate the effects of a default
which has had, or which can reasonably be expected to have, a serious
adverse effect on general economic conditions or on the marketability
of tax-exermpt securities in general. )
" From the testimony received, your Committee has concluded that
the present fiscal situation of New York City is sufficiently serious to
meet either criterion. Without some sort of Federal aid, it seems
doubtful that the City can maintain essential services and facilities
through the coming winter. The suggestion that the City could tap
the private market through the issuance of certificates of indebtedness
under the aegis of a bankruptey court seems to be based on little more
than wishful thinking. Once private investors have been put through
the trauma of an actual default, the likelihood is remote that they can
be induced to supply voluntarily on a nonguaranteed basis the very sub-
stantial financing needs of the City over the next several months, much
less the next several years. Only a demonstrated capacity torepay obli-
gations when due is likely to reopen the private market, and only a
Federal guarantee can afford the City the opportunity to carry out
that demonstration.
$105. Conditions of eligibility.

Subsection () of this section requires (1) that the credit markets
be elosed to both the City and State involved, (2) the submission of a
detailed financial plan for fiseal solvency, (3) the creation of State
receivership, and (4) the provision of additional aid by the State to
the City to the extent required by the Board not exceeding one-third
of the municipality’s deficit. In a postdefault or bankruptey situation,
where there may be a serious erosion in the city’s revenue, the Board
would be empowered under subsection (b) to waive one or more of
the foregoing conditions.

It is the intention of section 105(a) (1) to create a test of practical
wnavailability of credit to both the city in question and the State of
whieh it is a part before the Federal guarantee can be made available.
For example, if the application for a guarantee were made by a State
agency which had exhausted its credit, but it were feasible for a differ-
ent State agency, or the State directly, to obtain credit adequate in
amount for the needs of the municipality, it would clearly be incum-
bent upon the Board to deny the applieation.

In the same vein, it should be noted that while section 105(a) (2)
literally speaks only of the assisted municipality submitting “a plan
for bringing its operating expenses into balance with its recurring
revenues”, the Board, in assessing the soundness of the plan, clearly
must take into consideration both capital investment requirements and
the capacity of the municipality to retire its long-term bonded indebt-

edness at a reasonable rate. :

-~
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Section 105(a)(3) requires the applicant State to demonstrate—

that it has the authority to control the fiscal affai

assisted municipality for the entire period duri?ga’tvrﬁigfl iﬁg
Federal guarantee will be outstanding includi?lg the au-
thority to determine all revenue estimates, set aggregate ex-
penditure limits, disapprove all expenditures not in compli-

ance with the plan * * * and approv i
tracts during that period. pprove sl borrowing and con-

In the case of New York Cit i
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§ 108. Obligations callable after three years.

Because of the interplay between this section and the other pro-
visions of the bill, it seems unlikely that any Federal guarantees will
remain in effect for the full period allowed in section 107, even if
some are initially issued for that period. If there is a substantial
failure to carry out the plan for a balanced budget which is required
to be submitted to and approved by the Board under section 105 (a) (2),
then there will almost certainly be a call on the Federal Government
to make good on the guarantee. Shortening the permissible guarantee
period would not help to avoid thig result, and may tend to make it
more probable by biasing the financial plan in an overly optimistic
direction. On the other hand, if the plan is in fact carried out for a
substantial time and the City re-establishes a history of meeting its
obligations when due, it seems reasonable to anticipate that the pri-
‘vate tax-exempt market will reopen to it. At that time, it should be
financially advantageous to the city to refund its taxable guaranteed
obligations with nonguaranteed tax-exempt securities, and if this is
done, the Federal Government would thereby be relieved of its con-
tingent liabilities under the guarantees.

The only cireumstances under which the guarantees would remain
in effect for the full period under section 107 would be those under
which the City somehow managed to meet all of its obligations and
yet was never able to engender sufficient confidence in its future abilty
to do so to reopen the private market. If the city’s condition were in-
deed as tenuous as that, then the requirement of the bill that the
State Emergency Financial Control Board and the Federal Inter-
governmenta) Emergency Assistance Board continue to monitor the
affairs of the City would seem to be a wise precaution.

§ 109. Additional terms and conditions. ,

This section requires the Board to insist that outstanding obliga-
tions be renegotiated as a precondition to the Federal guarantee. For
holders of debt instruments, this means an exchange of the paper
which they hold for new unguaranteed paper bearing a substantially
longer maturity, a substantially lower interest rate, or both, In the
specific case of New York City, it is your Committee’s intention that
such renegotiation extend to a substantial portion of the M.A.C. ob-
ligations now outstanding, and to a significant portion of other City
obligations maturing before June 30, 1976.

Where such negotiation involves the term of contracts of other
provisions for compensation (including pensions and other benefits)
for personal services rendered or to be rendered, there may be taken
under consideration the compensation and other benefits provided
for similar services by other employers, with particular reference to
employers which are political subdivisions of the same State or of
other States.

Finally, this section authorizes the Board to insist on any other
terms and conditions not inconsistent with the general purposes of

the Act.
§170. Audits.

. This section authorizes audits by the General Accounting Office
either at its own initiative or at the request of the Board. Such audits
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may be made not only of the municipality directly. bu y
agency or instrumentality of the ‘Statg or}munici }aiityttﬁgt} e{;gllg: k
the Board or the General Accounting Office feels should be audited
Under a,ut.horlty*of a gimilar provision in the Emergency Loan Guar-
antee Act (15 U.S.C. 1846(b) ), the General Accounting Office has
made extensive use of audits made by an independent auditin firm
subjecting these ‘to such checks for completeness and accurac§ as it
({eeme@ appropriate. Under the legislation herewith reported, yvour
Qorpmlttee would expect the General Accounting Office to make use
ofy&tat'e and any other available audits, but to continue to exercise its
own critical and independent judgment as to their adequacy and t
maylge au((i:‘lts of its own wherever necessary. b °
our Lommittee takes note of allegations, by the Office o
%om%ro‘ller a.nd others, that the present and past maSavfefESn%;agg
A ex};’. ‘ork City ha_ve gr@velly misrepresented the finances of the Cit
v hiding expense items in the capital budget, by issuing tax and I‘evy’
nue anticipation notes against income which would not be forthcomjng
p )

and otherwise. Section 110 is desion ooy eacol]
cannot and will not continue, gned to ensure that such gimmickry

§111. Emergency Municipal Debt Guarantee Fund,

The fund created by this section would b
. t v e the receptacle. -
iz.lnte% fees?lmposgd' under section 106, and would bep tz}tfées(fgie%u?gr
he ) oard’s a@lmlmstmmv‘e expenses as well as any payments which
;ﬁls% fé;cgii ge;gmred to fglﬁ}l the Board’s obligations. Should there be
oneys in the iund to make such payments. the S 'y
of the Treasury would be required to makeptﬁem on b};ﬁsﬁiegitiﬁe

§11%. Federal Reserve banks as fiscal agents.

This section requires Federa] R
Juire ] esery
Ef the Board at its request. A simﬁal*epiaég%ssi o S e fscal agents
oan Guarantee Act (15 U.S.C. 1849) appears

broadly in terms of : -
under it. the range of services which the Board may obtain

§ 113. Protection of Government’s interest.

This section authorizes 1 i
on ¢ zes legal action by the Atiorne
iﬁzzeo?fnyumghis accruing to the Government as g reguﬁegﬁréiet?’sggz
whce of %oailﬁéli?ieg'sﬁ tzndf prdv*xdesdghat the Government would be sub-
gaty 0l any creditor whose claim was sat]
f{t}lfg&ﬁsg atgziggg;‘i?t:e. It a sp-refervgs to the United Sta?eésgfg rigulfg
: ums owing to a State or political subdivigi v
whose benefit any guarantee i Ris title, th apoon for
- s made under this title, th, i
whole or part of any pay: ho Unitod St in
payment actually made by the Un;i
suant to any such claim. Discretion "in the Baspg res PUT-
: n. Discretion is vested in the B
ilt];u;;mc?g :;1% }ﬁaitegeﬂ;?gt Ifil;ns;fmgg}t gf. oﬁ?s;:t would be exet?giggd?%ggagsig
i ear ] o1 offset might arise under cf
where its immediate and: substantial exercise would gn(ln}fc;x?iiggiz

the problems and inere: a
. Wig)le; crease the expenses_of the Federal Government as

H. Rept. 632—75 3
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i i i | to i the guarantee
i this section authorizes the Board to increase
fef m}l&’ a nllaximum rate of 2.25 percent 1;;31‘ atx)ll{lum) F;lg;es‘;ifx 1;&1:;1;&;
i ilure of the political subdivision or the obligor o ] ;
;zsisgl f:geits beneﬁt to fulfill any commitment or undertaking which

i i i tion of the issuance of the guarantee by
it agreed o fulflL n con ision is to give the Board a means

1 . The purpose of this provl )
1% ebll?',i‘)t?gr da!;lc‘)u?; 1ihepcorreqction of shortcomings before they become
critical. . ‘

114. Reports. )

: : Tﬁe Boai:d is required to make quarterly reports to the Congress of
its operations under this title.

§ 295.  Termination. . Septembor
d’s authority to make guarantees terminates on Sep

30'%}59735 ?ﬁis would nog,’ of course, affect the continuing validity of agy

sarantee entered into prior to that date, nor does it affect the B{)ag ts

%ights and remedies to enforce compliance with conditions attached to

its guarantees.

TITLE II-AMENDMENT TO INTERNAL REVENUE CODE
‘ OF 1954 :

§ 201, Tawability of certain federally guaranteed obligations.

This section amends section 103 (a) (1) of the Internal Revenue Code

i i igati Title
vide that interest on obligations guaranteed under

%fv}vzg‘iit 0{35 E:@,?lbject to Federal income taxation. The exclusion éxt'oi:n
gross income which the Revenue Code provides for mteres&gn 5 ate
Sbligations is not subject to waiver by the issuer of such obligations,
andbin the absence of this section oflféh% bill, or s%lirlef%thethﬁ epg)tzlt??(;

i 1 me legal effect, it would be 1mpossible Tor et

?g;:;)ll%r gvlft}?ihe cor%ditien set forth in Title I that guaranteed obliga-

i t be taxable, ,
tions mus Conta Vom

On November 3, 1975, your Committee ordered HL.R. 10481 favor-

ably reported by a roll call vote in which 23 votes were case in favor

of, and 16 votes were cast against, the motion to report the bill.
EstimMaTe oF Costs

i it ' : House
liance with Clause 7 of Rule XTIT of the Rules of the Hou ;
ofIﬁeg)rlgsinmtives,, there is set forth below an estimate of costs Wﬁhldi
would be incurred in carrying out H.R. 10481 in the current sca.

year and for each of the subsequent five fiscal years.
" ApminisTraTIVE CosTs

On the basis of expei'ience with somewhat similar activities carried

out by the Emergency Loan Guarantee Board and the General Ac-

: i

1 der the Emergency Loan Guarantee Act, the costs 0
?ﬁ;:;tﬁn}%ageﬁ g‘grlllgec? rbetween about $240,000 and $142,000 per year,
vour Committee estimates that the administrative costs involved in
the implementation of the bill herewith reported would be Jess than

$1 million per year.
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Guarantee ExXrosure

In the event that the entire guarantee authority is utilized, that
there is a total default on all obligations so guaranteed, and that no
recovery is made of any sums paid out under the guarantee, the maxi-
mum _possible costs to which the Federal Government could be sub-
jected would amount to $7 billion. Since the guarantee authority will
be utilized on a piecemeal basis rather than all at once, it is likely that
if difficulties do develop, they will do so well before the maximum per-
missible guarantee authority has been used. Moreover, in view of the
limited purposes for which guarantees can be issued, the strict con-
ditions of eligibility which must be met, and the continuous monitor-
ing of the situation which will be carried on by the Federal Intergov-
ernmental Emergency Assistance Board, the General Accounting Of-
fice, and by New York State’s Emergency Financial Control Board, as
well as the provisions in the bill for recoupment from other Federal
payments of any sums actually paid out under guarantees, the likeli-
hood of any ultimate cost to the Federal Government is small. Your
Committee accordingly estimates that no costs will be incurred in
c%n"ying out the bill, other than the administrative costs referred to
above. B

GuaranTer FEES AND ApprrioNan Income Taxes

Assuming that the Board were to approve applications in such
amounts that the average total guaranteed obligations outstanding
would be as set forth below, anﬁssumin that the Board were to
assess the full authorized guarantee fee of 0.75 percent per annum,
the Federal Government would receive guarantee fees as indicated in
the following table. On the assumption the guaranteed obligations
were held by taxpayers having an effective average marginal rate
of 20 percent, additional tax revenues would flow to the Federal Gov-
ernment in the amounts shown under the heading below. Although
tax-exempt municipal obligations typically appeal to higher bracket
taxpayers, the 20 percent figure was selected on the assumption that
a substantial portion of the federally guaranteed debt would be held
by pension funds and others whose incomes sheltered from current
taxation.

[in millions of doflars]

Approximate
average
outstandin,

guarantee Income Guarantee

Fiscal year - ohligations taxes . fees
1 21.0 10.5

3,350 50.0 25.0

) 61.5 3L0

4,400 66.0 33.0

4,325 85.0 32.0

4,175 63.0 e

NA 328.5 1625

Ner Cosr

Since the increased reveniues which will result from the enactment
of the legislation vastly exceed any possible costs of administration,
and will probably exceed any ultimate cost to the Government even if
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INFLATIONARY IMPACT

i ) itt imates

“e portion of the guarantee must be pald-, youg ngﬁ:g;t;eg est
gome P ts will be incurred in carrying out the 'engB b enting of
thai: D o ides for ne new spending authority.. 5; P venting o

The bit pkl\ovdisruptive and wasteful effects of defau f on h c}; ol
e ; t9 1 munieipal services and facilities, as well a8 ?ers apite
sion of essex:i glerebv reducing the ultimate cost to tvhe’ ta;t}%a}, s of the
markets, an New York's fiscal difficulties, your Commit g:eﬁ s o
oY xﬂelw pactment of H.R. 10451 will have no in aountera
9]“1()1:&, g:.atfhe: lfat?iomd economy and can be expected to havea ¢
im >

inflationary impact.

EPORTED
CaaNcEs 1N EXISTING Law Mape By THE BILL, AS Ree

ause 3 of Rule XIII of tl?f I%)ﬂeé of éﬁf I:;)‘i‘see
iv 5.1 isting law made by the bill, as re-
o Repmseutﬁgﬁ;;s,gs l%gﬁgfssj %e%lm;tér is printed in italics, existing

rted, are 8 0 it nted it to 3
ﬁ:i\z in which no change 18 proposed is shown In )

AT s - -~ ‘ A COD O

RTAIN GOVERNMENTAL OB-

In compliance with ek

_103. INTEREST ON CE
SEC LIGATIONS.

i include interest on—
N #.—Gross income does not inc ’

() (}1331\ ?ﬁ?{)ﬁi%;ﬁons of a State, a Territory, or & %)osiess;%ntﬁi
the Unitéd' States, or any political Sl}blelSl();l. Othg c{;se L o
i"orefroing, or of the District of Colurr;b;;az, f?fii% 0;;1, the oot ohder

gation, ment s quarantee art

Zzzzgff%} ;t}hgg(cztgfg 103 of g]z@ [ntergovernmental Emergency

Assistance Act; ) o
(2) the obhg"atmns of the United States; or

1 ' i ized under Act of

ligations of a co.rpora_tmn organize : b

- C (So)'r;;s};e i(tz};s\;gh corporation 1s an 1nstrumeqta:11t}t§f 'ﬂ;?l gﬁﬁ%

SE ntgs and if under the respective Acts authorizing ! e 1::,3 to of the
ob%lgations the interest is wholly exempt from the tax P

by this subtitle.
«

#*

* * % ® *

ADDITIONAL VIEWS OF HON. GARRY BROWN

Although I have joined many of my colleagues in the minority views
expressed in this report since 1 fee! those views provide a good factual
representation of the New York financial situation, I feel it essential
to add some further comments. - )

Both the bill reported by the Committee and the President’s ap-
proach to a resolution of the New York problem contemplate a general
answer to what I believe is a specific problem which should be dealt
with in a specific, rather than general, way. I expressed this opinion
at the time the President made his proposal and incorporate herein
that statement : o

Wasaiveron, D.C.—~I am disappointed with President Ford’s pro-
posal with respect to the New York City financial situation.

Although the President’s proposal to a certain extent tracks, in
theory at least, my general view of the extent to which the Federal
Government should be involved in assisting New York with its finan-
cial problems. I think the mechanics contemplated by the President’s
proposal are ill-conceived. :

President Ford in his remarks to the National Press Club on
Wednesday stated that he was submitting to the Congress special
legislation to provide a new Chapter X VT to the Federal Bankruptcy
Act which would authorize proceedings by a municipality such as
New York to avail itself of the debtor protections and finaneial super-
vision of the bankruptey law. Under the amended law as proposed
by the President, New York City would be able to effect an adjustment
of its debts with its creditors while permitting the essential func-
tions of the City to continue uninterrupted. -

To utilize a general law such as the Bankruptey Act and to make a
general amendment equally ap}iﬂicable to all municipalities, when
the New York situation is actually unigue and should be dealt with in
a particular and specific way, just doesn’t make any sense, is politically

~ and psychologically unwise, and flies in the face of what the Adminis-

tration has been telling us about the New York City problem and
its impact on the nation and other communities’ debt issues for the
past several months.

In short, although the Administration has been saying that New
York’s problem is the result of its own mismanagement not applica-
ble to municipalities which have properly managed their affairs, it
has proposed a remedy equally applicable to all municipalities; and,
whereas the Administration has been saying a New York default
would not have the chaotic impact upon financial markets, municipal
bonds, and the nation generally, which some have been alleging, it
adopts a remedial proposal which will authorize every municipality
to default on its bonds and seek the cop-out of the amended bank-
ruptey laws * * * which, in turn, can have nothing but a detrimental
effect on the sale of municipals since now every investor will know
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that “full faith and credit” really means “moral obligation,” that is,
a moral obligation of the city not to avail itself of & structured default

under the bankruptcy law. ) . .
Instead of prompting all of the visceral reaction which will be
rovoked by the stigma of having gone “pankrupt” and provoking
investor fear by inc uding all municipalities under the bankruptcy

law, the President should have proposed : )
;slation to deal with the New York

(1) & specific piece of le%; ) )
gituation and the New York situation alone % % ¥ CAp Act to
Provide for the Financial Reorganization of the City of New

York” would be my suggested title;

(2) this Act could track the provisions of the Bankruptey Act
and provide the same protection for municipal services and ac-
tivities and the sharing of any loss by creditors as does the Bank-

ruptcy Act; and . -
(3) the ‘Act could provide for supervision of the financial re-
organization by 2 specific Federal Court similar to that provided

for under the Bankruptey Act or for a more appropriately-

oriented board commission, or trustee. ) o
Again, such an Act would not have the pegative psychologlcal im-
pact that treating New York City as a common bankrupt would, nor
would it suggest that we are opening the door to all municipalities to
avail themselves of the provisions of the Bankruptcy Act.

Tn addition to that which T have suggested would be a better route
to take in the New York City situation, I believe temporary addi-
tional funding for the City of New York will be necessary. In this

regard, although I reject the concept of 2 direct Federal loan or a

Federal guarantee of New York City obligations, I would consider
iate the possibility of providing special advances of cer-

not inapproprl

tain Federal funds to which the City will automatically become en-

titled. I have in mind general revenue sharing, community develop-
a few. These advances would

ment, and welfare funds just to name

then be recouped through & reduction in ensuing years of the City’s
entitlements for those years. In this way, the immediate cash flow prob-
lem of the City would be alleviated, but recoupment of the sums ad-

vanced would be assured to the Tederal Government and any finan-

cial reorganiz
inflows for such succee

ment plan, ) - L
The advancing of entitlement funds in emergency situations is not

unprecedented, whereas the guaranteem% of municipal obligations or
the providing of direct loans to municipalities such as New Yorkisun-

recedented and would be & bad precedent at best. ,

" The truly unfortunate thing about the New York situation is that
friend and foe alike have looked only at simplistic solutions to a very
complicated New Year City problem. Friends have advocated a direct
loan or a Federal guarantee of the City’s financing requirements an
the Administration has proposed 2 simple resort to the bankruptcy
laws. It's time we applied 2 Jittle more expertise to the problem.

The bill we have reported, H.R. 10481, by providing 2 program of
Tederal guarantees and other structured relief available to all munici-
palities in the country, is subject to the same criticism 1 have previ-
ously expressed with respect to the President’s proposal.

GARRY BROWN.

ation plan would contemplate the reduction in budget
ding years under the provisions of the recoup-

ADDITIONAL VIEWS OF HENRY B. GONZALEZ

It is not possible for a: icipali
Colb s, ny municipality to cease operati
N toltstsgp}égz beﬁn told that New York City woulI():l bﬁtﬁig 3ti;rf£he
Ay to suspend all essential services if it receives no financial reli %.
JThere & alm istsno indication that the City has left any ﬁnancia,lretle '
the Gl o a8 sea,r(';,h for new funds, and almost no evidenmast‘flolne
e ity can e ﬁggve ¢ ffaglt without some form of Federal :—mssistzmcat
oy Fecord shox s ! at it might be far less costly to the Federal -
ernment, and o Yg;r}; zalrllul))m likely to assure that order and neces%aol‘;r
se %efault. e maintained, if assistance is provided prior
. . _—
e {; i ngléii%g?e gv{)lether this bill can produce the necessary relief
ond 1 am tron y certain aspects of the bill, even if it g 1d %),
acted over t} n(: :eto that has been promised by the President. owe e
oh e ANd bt agaml, legislatures have acted in haste only. to repent
at Jesure. i C,tlgené:yI egislation is very often the father of ‘badplen
2hd worse prece eal . I am sympathetic to the problems of New Y. aliv
Qiopate thn evid:g aththq City must carry on, somehow. No on ean
e ot e an}felt hat it would be cheaper for the Federal o?recan
b el o Ie t%utxg hand now, to preclude the possibilit %hat wo
ight be called on l?i Hr sgoiixilgnctehthe City’s essential servicesydirectY;?
th’?r{}:lor%()t help? Thinknor, e the necessary help, and would it be
&
s othe;elfilﬁeffllfa?is tlzlearly announced his intention to veto thi
A ibely it thiabi ﬁa aill)lels (however incorrectly) as a “bailout ”l?to'r
oy that andl will even be passed by Congress prior to s def is
by Nk g e s £ et
. ] 8 i
oubt that the machinery to provid% a.ssista:ggg gﬁﬁ?ﬁ%ﬁ;@%ﬁ?ﬁ

set up a i i
; p and placed into effective operation in time to rescue it from

default and bankruptcy.

Beyond these practical c i
coeyon . constraints, I am troubl '
cons 51 bensfsiie?iftg loan guarantee. The bill providese(};hg{ ls)z?llc%hofdthe
st oo riﬁegot.mte their notes, so as to prevent the wi od all
D e Towd ];)t erwise flow to people who have bought N;vafalI
D e G, oln the gamble that a guarantee would bve ?;ik
o T haa the v, the renegotiation provision does not: > far
e thon reseat no guarantee we enact should promisegf fgr
any more thal ugd rve the capital that investors have laced i \ the
:O protect innoeente ﬁgélezigli:sr-rgstﬁ‘i%d%al f{({)yernment might Weﬁl;vg?ﬁ
o prote \ ; should in n
outlz'i o}x:éd; g}rﬁggs to investors who have been il?lg:'?lﬁeﬁ %agle%lupon
i MAA am%ls. ‘;I‘herefore, I would limit any Federal Jaranteo
trﬁ the securities to brtla gaigil%ez}aatﬁgdiﬁdg alf have 80tuan§lilg£2§$§
> . men i
e cash investment and face value ofythe pa%egngrcyf; E;rzgiék;gtg;e??
b

(23)



24

i ? ntee would
hould be left up to the issuer. Otherwise, the ¥ ec‘gergl %ﬁ?ﬁn o tion-
shou to encourage the proliferation of unwise mves! }I)nt s rob-
e Tich is certainly a factor that contribute Lto the b
e pap%r—-tv&ofk City. Had the investors blown the W his e - terms,
i Ofbi ews the City faces today would be far less sex;ele. e e
the meeg}ral narantee should take this into accoumtt, 80 ot
o anyl . eld b§ preserved, prudent investment practices uld a’*o
'%:péfi%o&%ed. No Federal guarantee 'shoulddgﬁngg iﬁgﬁga ; 137 o
lative wind i o8 othervcgfs%zge;a;crlngig;?;t restricting any Federal

%]g;fﬁeiggs ?atgle;i"f;;féed security to the amount of cash actually in-

- 7t - of such a security. . ,
\eSI)tedlb ﬁgt%i}gégeélcs)o by the precedent that woulfl mg,less;gg% 0];(; lr?frg
by t%.?s legislation. It would alter m & profound V;ay vein elationshiD
bg;tv{vee.h' the Federel giov%mment Mllld '1?1}111;2;6;22 d?i(f)erences between
' 4 1] others as well. re g :
;)ﬁ;};tlir:i?s gféf\%{é“? 1%09;1{ and those of the Tockheed Corporation, but it

cannot be denied that the Tockheed bailout fundamentally changed

gov ‘private enterprise.
i ips & Federal government and priva
I"I(‘alllzm(?z:;‘;h:) Stgztvlgzg%zntral fsugizsﬁsthat the prgcedemﬁ was th a

go%d g}r:g. case, we are proposing to intercede directly with é;.: c1tyi3g};£1§§
‘ l;]: elcsreatu’res'of the States, and New York 18 no exfcegl) 21011(.) o
%:w 1Yor:k’s problem is that the State of New SYO}Ek wzln?: o T eith
to its responsibilities to New York City. The It{a e ont along Tt
ound practices, no less than did the big banks; an e i
ggfnbemd the Cit}; with burdens it could not-supportaex;sncn failed
o ameliorate the social and economic ills that plagx;b?i[1 t 3 S{z;té {he
City was irresponsible, and that 1s clearly the case, then }:ewever iad
de-t: to correct the problem. Far from doing its glut{v‘.) ho veve , the
%talgeyignofed some of the City’s problems, enacted policies tha

pounded other problems, ‘and did not discourage activities that it

¥ tright illegal. It 18
ave known to be unsound or even ou ,
Sll;rs?l%lgﬁisztha %oan guarantee, by interposing the Federix,l f}(l):r;gr;;?i’r:
%etween the City and State, might well cause the StafteN o hinle its ve.
sponsibilities have been ‘mTt, whefcl}ll lltl _ffct ::121? Sgggtoandejarry i st
sery reason to know that 1t must ac and carry out 1ts
‘?ﬁll lgs%ggsiélitiés toward the sound govérniment o}fl {gihltsb ilﬁségs
rrientalities, not just some ({fthhen“lxl. I agz foge;aglséi%% é:e ?al ) (?\fernlnellt
) ) o N * W - ‘
keep in place the correct relationsuips e e e e imstru-
o States and Cities, nor between tne es and ¢ '
?x?en;ﬁ?tisesg a,'nreiclu(li the cities. If,asl suspect, this bill w O‘%di ggaﬁge
in a basic w;’av ‘the r%a%ationshipi within mtn' ?‘ fed;;:;sdyfﬁgga ; s Thg
w [d take only with the greatest 01 1€ . The
gﬁ%ﬁlg %y this biﬁ would be large indeed, and almost no thought
' iven to the extent of it. Co '
ha;}‘%eee%ggfgal problems of ]j:%tw gorkagﬁ}; oirgslt'%a;‘; ;l;fh§ e%?%f'gs;li
of the collapse of any financial structure 'ge as ¢ New Y ork
i ‘ ts of such a collapse, even 1
City are clear. The potential cosf ch & se, even 3t
1 N ' tself, arve very great. An
confined otily to New York City, 1 e e e e pro-
ie t the essential services of the City :
ggdggr}%i% gsl)along'as_ the City exists, no matter what happens to its

financial system.

-
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1 do not believe that we are faced with a choice between bankruptey
and loan guarantees. The costs and dangers of a bankruptcy eannot
be assessed, but I think they are too great for us to gamble on. Loan
guarantees on the other hand, raise questions that I cannot imme-
diately satisfy. My questions, reservations and doubts will take more
time than is presently available to satisfy.

My opinion is that there is a third solution. Some believe that New
York City can save itself, or that the state can do so. I do not believe
this to be true. Some argue that there is no other choice than bank-
ruptey or a Federal guarantee. I do not believe this, either. I do be-
lieve that the Federal Reserve could provide financial assistance to
New York through its powers as enuemated in section 14(b) of the
Federal Reserve Act. If these powers are insufficient to allow the City
to restructure its debt and establish itself on a sound and responsible
footing, they are at least great enough to permit the City to escape
default, and to provide sufficient time for Congress to give this com-
plex and vexing problem the kind of careful and deliberate attention
that iz required. Furthermore, the Fed can act immediately, and
immediate help is what is required.

No one could seriously argue that the Fed is ill equipped to exercise
its powers to alleviate this sore problem. The Fed is the wealthiest of
Government agencies; its powers and independence are known, re-
spected and even feared. Its staff is expert by any standard. Its Chair-
man and Governors are known for their sagacity and caution. Chair-
man. Burns is, as anyone who knows him will attest, a man of great
ability, and moreover one who has a stern and righteous sense of
values. It would be unlikely that the Fed or its Chairman wonld
countenance less than the best effort that New York could provide to
make itself honest and sound.

I urge that the Fed act, as it can and as it has done in other financial
emergencies. I believe that this is the only way to assure that New
York does not become a financial and perhaps social disaster as well.
Most important of all, I believe that action by the Fed would enable
us to provide with all the necessary caution and deliberation whatever
further Federal action—if any—that might be needed to rectify this
problem, beyond its own ample powers.

In a crisis, there are dangers to be avoided. In this case. I believe
that we have almost no chance that the bill will solve the problem, and
a considerable one that if it should somehow meet the crisis, the action
would be irretrievably wrong from both a fiscal and constitutional
point of view.

Hexry Goxzavez.

4
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ADDITIONAL VIE'WS OF HON. JOHN H. ROUSSELOT

New Yorkers have already helped themselves to benefits which go
far beyond those available anywhere else in the country. Although
Federal and state welfare laws impose a higher percentage of welfare
costs upon New York City than some other eities must bear, New York
City compounds this problem by offering a much broader range of
public services than any other city in the nation provides. The Con-
gressional Budget Office, in a recent report on New York’s fiscal prob-
lems, stated :

New York’s long tradition of providing enriched levels of
public services also has contributed to its current fiscal diffi-
culties. The more obvious services in which New York far
outdistances most other local governments include the uni-
versity system, the municipal hospital system, the low- and
middle-income housing programs, and the extensive public
transportation network. For many years there seemed little
doubt that the city’s wealth was sufficient to support its chosen
level of services. However, in recent years, it has proved diffi-
cult politically to reduce services in line with the city’s de-
oligigg relative fiscal ability to afford them or to raise taxes
and fees.

Another major cause of New York’s present fiscal problems is the
advanced development of municipal em E&yee unionism, whieh hag cre-
ated a situation in which elected officials have found it expedient to be
open-handed rather than to stand up to union demands. The fact that
municipal employees not only have the right to strike but also consti-
tute the most vocal and best organized voting bloc in the city results
in a reversal of the normal employer-employee relationship which
makes it difficult, if not impossible, for the administration to manage
the city in the broad public interest.

The October 27, 1975, issue of New York magazine contained an
article which chronicled “Twenty Critical Decisions That Broke New
York City.” Among those twenty events were the following:

5. March 26, 1960 : Governor Rockefeller signs a bill increas-
ing by & percent the state’s contribution to state em-
ployees’ pensions.

On the face of it, this appears to be a minor decision with
‘small immediate dollar consequences. But, in fact, this de-
cision signaled the beginning of a process of leapfrogging,
of open competition between the city and state to outdo each
other in rewarding their servants. The bill for the first time
made pensions a part of collective-bargaining settlements and
invited competition among public unions. * **

b New York City’s Fiscal Problem: Its Origins, Potential Repercussions, and Some Alter-
native Policy Responses: Background Paper No. 1, Congressional Budget Office, pp. 13~14.
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The financial consequences of the 54 pension bills passed
between 1960 and 1970 are staggering. In 1961, according to
the State Scott Commission, the city paid $260.8 million to
provide its employees with retirement and social security

- benefits. By 1972, that had jumped to $753.9 million, a growth
of 175 percent. The rapid increase in city employment ac-
counted for only 30 percent of this increase. . .
. This year, the city budget for retirement benefits is $1.3

- billion. But not even that sum gives the whole story. The busi-
ness-oriented Committee for Economic Development has cal-
eulated that when all the city’s costs—including hidden
ones—are figured in, pensions will cost about 25 percent of
payroll. And the payroll itself now consumes 60 percent of
the city’s budget.

#* * * * #

12. January 4, 1967 : The city’s Office of Collective Bargain-
ing names an impasse panel to settle a pay-parity dispute.

In 1967, faced with a tough quarrel involving old and sen-
sitive relationships—“parities”—within police ranks, and be-
tween police and fire pay scales, the city’s Office of Collective
Bargaining named an 1mpasse panel to sort out the issues.
There followed the city’s breaking of a written agreement
with the police, a lawsuit, appeals, rehearings, and a six-day
police strike in 1971, Ultimately, the city lost a suit brought
by the Patrolmen’s Benevolent Association, and the financial
consequences were great. “By the time other groups, like fire-
men and sanitationmen, came forward with their related
demands,” writes professor Raymond Horton in his book -
Municipal Labor Relations in New York City, “the cost to
the city was considerable—estimated from $150 million to
$215 million.” S

But the city paid another price for its parity debacle. The
city had previously suffered strikes by its transit workers, its
teachers, sanitationmen, welfare workers. But until January,
1971, it had been almost unthinkable that those responsible
for public safety would strike. With that strike went another
piece of the social fabrie, encouraging citizens and investors
alike to lose confidence in the city’s future. .

New York can help iiself to overcome its present fiscal difficulties
by renegotiating its Il)albor' contracts, as well as its agreements with
vendors and with holders of municipal securities. On the other side of
the ledger, New York needs to increase its revenue base by abandoning
its senseless rent control policy, which discourages improvement of
the taxable housing stock:; by reducing its involvement in massive
public construction projects, which remove valuable property from
the tax rolls; by improving its business climate, which continues to
deteriorate and to drive taxpaying industry from the city; and by im-
posing user fees for such presently free services as university
education,
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stantially below those they have paid in recent years, indicat-
ing that New York City’s financial crisis has not hgd an ad-
verse impact on all municipal bond sales. ]

William S. James, Maryland state treasurer, said that, con-
trary to his original fears, New York’s problems appear to
have actually helped his state rather than hurt it. This is be-
cause, James said, New York City’s difficulties “make us Jook
better.” ]

Wall Street investment bankers contacted yesterday said
that both Maryland and Fairfax have excessant reputations
for fiscal integrity and that investors are sophisticated enough
to differentiate between them and other jurisdictions, such as
New York, where major problems exist.

* * * * *

Officials in both Annapolis and Fairfax were apprehensive
about the bonds sales and the interest they would have to pay.
After the bids were opened, there was jubilation.

Interest rates on Treasury bills declined during the week of Octo-
ber 27, 1975, to the lowest rate since June.
. It is evident, therefre, that what is taking place is a “flight to
3uglity,” not a general distintegration of the market for government
ebt. :
Learned speculation on the likely effect of a New York default upon
the national economy, and upon prospects for economic recovery,
comes from a recent study entitled “New York City’s Financial Crisis,”
which has been issued by the Joint Economic Committee:

While it is difficult to ascertain precisely how New York’s
financial crisis will effect the national econom%,‘_ it is very
possible that a default could weaken the strength of the eco-
nomic recovery. The major factor in a weaker economic out-
look would be a significant reduction in the rate of growth
in State and local government expenditures. This reduction
in state and local government spending will result primarily
from higher borrowing costs and reduced acecess to the munici-
pal bond market. :

* F3 : % * - *

Finally, some State and local governments may be forced to
reduce their operating expenditures and bring their budgets
into balance. The recession has caused some state and local
governments to borrow this year to fund small deficits, in the
hope that the recovery will generate sufficient revenues next
year to return their budgets to balance. If these governments
are denied access to the credit markets they will be unable to
fund their deficits and forced to adopt some combination of
expenditure cuts and tax increases to bring their budgets into
balance. (Pp. 55-56.) - ‘

The JEC goes on to proclaim that it has conducted an econometric
analysis, with the assistance of the Wharton econometric model: “The
result of this econometric analysis, modified by staffi judgments, sug-
gests that a default by New York City could have a meaningful effect

-
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| VADDIT'IONAL VIEWS OF HON. CHALMERS P. WYLIE

New York City has asked Congress to pass a law which would com-
mit the American taxpayer to become a cosigner for the payment of
bills brought on by New York City’s profligate spending. No matter
how much time New York City ean buy through financial acrobatics, it
must inevitably face the simple arithmetic of the balance sheet, In view
of New York’s past fiscal sins, emergency help by the federal govern-
ment in the form of loan guarantees, bond reinsurance, or direct grants
would set a bad precedent for the rest of the nation. Ultimately, the
solution rests either in the City of New York putting its financial house
in order or going through the bankruptcy court where referees can
piece together the framework for a financial rebirth.

New York City is in financial trouble because of excessive spending
brought on partly by periodic strikes by teachers and public employees
which are in direct violation of the law. Somehow we must as a people
and as a nation stand up against this kind of tyranny. It may be that
the New York City erisis is a blessing in disguise. We see what can
happen to a great city when its elected officials respond to demands
from irresponsible labor leaders and for more and more funding for
welfare and social programs so that they have spent money beyond
revenues.

Just recently, the firemen in Kansas City, Missouri, went out on
strike. Thers were reports which were not refuted. that some of the fire-
men actually set fires to force their demands for higher wages. The
Mayor and the City Administration went along Wit% their demands
after first saying they were excessive. The same thing happened in San
Francisco. This is very distressing to me when the elected public offi-
cials in charge of running the government in those cities are afraid to
do what is right and succumb to power brokering of the worst kind.
* Fiscally, New York City is a study in desperation. Correctly identi-
fying the cause of this financial Waterloo is a-major step in arriving
at a solution. Rather than allocate blame, it becomes necessary to cata-
logue and weigh the misdeeds of the past decade. Of course, the im-
mediate problem stems from the loss of investor confidence in New
York City obligations. e

Buperr MIsMANAGEMENT

Initially, I note the budgetary practices of New York City officials
have been somewhat suspect, to understate the matter. Some have de-
scribed these practices as accounting “gimmickry.” Were an officer of a
private corporation to engage in the same practice, he would be hard
pressed to avoid an indictment. ,

By law the city’s budget is required to be balanced. Uncontradicted
evidence shows that current operating expenditures were hidden in the
capital expenditures budget, thus giving the appearance of fiscal equi-
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librium. The practice was camouflaged by issuing more revenue antici-
pation notes than could be amortized through actual revenues. To meet
the lj’lqnt;hly gaps between expenditures and revenue the city “rolled
over” its debts and borrowed more to meet current expenses. The 2.6
billion dollar deficit represents an aggregate of the past decade of cur-
rent operating deficits. Because the city borrowed so frequently, it was
forced to go 1nto the market at a most unattractive time, thereby com-
pounding its mismanagement.

. Frankly, I am astounded that city officials permitted this disgrace to
continue. The handwriting has been on the wall for ten years.

'

CraaMraene Lire oN A Brer INcoMmE

Per capita expenditures for public services at unheard of levels con-
tribute significantly to the city’s financial ills. One person in eight is
on welfare in New York City. Public assistance has become a way of
life, rather than a temporary staging area for people to become self-
reliant. The extreme levels of aid to the jobless is an inherent disin-
centive to work. :

Under the Iilubllic service umbrella come totally free education, from
elementary school through college, a huge network of public hospitals,
agd_vheavﬂy subsidized mass transportation systems. No city in the
Dnlte;d Spatgs runs a university system like New York. Needless to 58,
the city invites fiscal chaos because tuition at the university is vir-
tually free to its 265,000 students. The city pays half the $600 million
?udget t\}’zxt}fl t}éetimfe plct];:}ipg& UI:E tlﬁe rest. Another frightening revela-

ion 18 the fact that one-thir the employees of the city’
E(}}Izcation ((lio noti, teach. o ployees of the eity’s Board of
- Huge and costly public hospitals, eighteen of them, have one-quarter
of their beds unoccupied, Wh?le the g%vemment pay’s millions og pa-
tlents.usgnf private hospitals. Mass transportation costs have been kept
at artificially low levels for years on end. ~ ‘

Overpatn GOVERNMENT EMmpLOYEES

. Wage contract settlements for public employees have been exces-
sive. Many city employees can retire after 20 years at half pay, with
the pension determined by their last year salary plus overtime. All too
often the story has been 19 years of mediocrity with a final year of
demon activity to beef up the retirement. Pensions cost the city about
& billion a year already. By 1980 projected pension costs will equal
tx;vo blnf’? per yeaz', %:ld’ the astonishing fact is these are noncontrib-
utory while in most other areas private an i ;
ut éhe ention. p d public employees pay half

tatistics show that public employee productivity is a farce. It costs
New York City $45 a ton to pick up garbage, whiljez in San Francisco
it costs $22, in Boston $19, in Minneapolis $18, and in Columbus, Ohio,
approximately $18. Many have claimed that New York is different,
unique, or special. Can we also say that New York City’s garbage is
also special? '

fter one year, public employees are authorized unlimited sick
leave and one month’s vacation.
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Rext Contron Law

New York’s rent control law, adopted at the end of World War II,
causes 30,000 apartments to be abandoned each year. A change in the
law might bring part of its middle and upper class tax base back to

the city,
: UrnxecessaAry DUPLICATION OF SERVICES

Many city agencies unnecessarily duplicate state services. Some
duplicative programs could be abolished in view of current fiscal
problems, drug addiction centers, Department of Correction facilities,
municipal broadeast systems, vocational counseling, and boards of
examination for teacher certification are some examples. All this adds
up to the whopping sum of $172 million a year. ‘ -

All of these occurrences were within the city’s power to control. Be-
cause the city failed to exercise control, a chain veaction has taken
place. For instance, it is quite understandable that the middle and
upper class tax base have fled to the suburbs. Businesses have left the
crime ridden city center, and have taken valuable jobs along with them.
Because New York chooses to rely primarily on income and sales tax
rather than property tax, it is overly sensitive to business cycles.

Dreravnr ImpacT

Since the city has petitioned the federal government, the question is
what is best for the country. We are going to set a precedent for every
other city in the United States.

In this connection we must be mindful of the people in those cities
that have kept public services in line with their ability to pay and
who have lived with balanced budgets. Geoira hically, the impact of
a default will be confined to the New York City area. Inasmuch as
New York City bonds are exempt from federal, New York State, and
New York City taxes, it stands to reason that most of these bond-
holders live in New York. : _

Collapse of the municipal bond market is the heart of New York’s
appeal for direct assistance. T think the consequences of a default have
been exaggerated to dramatize the appeal for federal aid. Most persons
are aware of the fact that the welfare of the municipal bond market
is tied to the national economy. Furthermore, it is the function of the
market place to sort out and evaluate credit risk. Cities that are well
managed and financially responsible will find investors beating at their
door regardless of what happens to New York City. Recent issues of
municipal bonds in several cities bear this out. Within the past two
weeks, the City of Columbus, Ohio, sold $18 million worth of munici-
pal bonds at 43 percent, the lowest rate in five years. Moreover, federal
intervention in behalf of New York would be more chaotic for the
market in the long run because bond values would not hinge on credit
worthiness but rather on federal guarantees. There would then be no
incentive for fiscal restraint.

The Federal Reserve Board. the FDIC, the U.S. Treasury, and the
Comptroller of the Currency have standby authority to assist banks
whose portfolios are heavy with New York City obligations. Thus,
there will be no domino effect in the financial markets.
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Fairngss aAxp THE REesToraTiON OF CONFIDENCE

The American people know why New York City is having a finan-
cial breakdown. They also know it has little to do with the difficulties
and conditions of our national economy. The city is facing default
because it has not shown itself willing to implement the necessary
reforms to restore investor confidence and regain access to capital
markets.

All to often there is a tendency to run to Washington to solve inter-
nal municipal problems. If Uncle Sam does not come to the rescue then
the blame is conveniently and cleverly shifted to Washington by those
at fault.

- One question which is difficult to answer is how can we reconcile the
billions we spend in foreign aid, the billions for defense, and chronic
deficit spending and say no to New York City. The short of it is that
we cannot reconcile them. However, a multitude of wrongs do not make
a right. Congress must realize that the federal government cannot play
world gendarme and world Santa Claus. Furthermore, merely because
it has the monetary printing presses it eannot continue to engage in
deficit spending. Our national day of reckoning is just a little further
down the road from New York City if we do not heed the warning sign.

C. WyLE.

ADDITIONAL VIEWS OF HON. STEWART B. McKINNEY

T wish that it was as easy for me to determine that only minimal
difficulties will arise from the default of New York City as it appears
to be -for the President, and some members of the Administration
and Congress. However, after 5 days of hearings, which included testi-
mony from a broad base of specialists in municipal financing, national
and international banking and academia, I have concluded that the
default of New York will bring chaos not only to New York City
but the fiscal failure of the nations greatest city will have unestimat-
able consequences on a national and international scale.

I suppose that because my district is in close proximity to New
York City, I can be accused of being emotionally involved with the
city’s future, However, my concern for New York’s plight is more
a result of my representation of 3 cities who someday may find the
municipal credit market closed to them. My statement at the outset
of hearings on the problems of municipal debt financing indicated
my belief that the hearings were not specifically geared toward sav-
ing New: York City, but rather the plight of municipalities across
the Nation. . _

It’s interesting to note that in July of 1973, the Advisory Council
on Intergovernmental Relations issued a study on the financial sta-
bility of America’s cities, At that time, the-Commission reported that
no financial crisis existed for the cities but a combination of factors
relating to services, taxes, wages and retirement benefits made several
cities susceptible to financial emergencies. In discussing the available
alternatives, it was suggested that appropriate action to revise the
method of handling municipal crisis of this nature be taken then—
when the cases of financial distress were few—so that a well reasoned
plan could be devised.-Had this advice been heeded, we would not
now be faced with what has sadly become the rule, not in the excep-
tion, government by crisis. .

Furthermore a study of municipal defaults during the Depression
and their causes read like a litany of today’s municipal problems:
Demands for increased services, reluctance to increase taxes, over-
development of real estate and—perhaps most significantly—a lack
of responsible fiscal management. If the basic problems are parallel,
the economic situation facing the country contains alarming simi-
larities also. I do not intend to recount the problems so familiar to
us all. T feel it is sufficient to observe that the present recession has
placed the United States and the world on the weakest economic
foundation in forty years.

What I attempted to do, during these 5 days of hearings was to
evaluate both sides of the issue to determine precisely what the finan-
cial and psychological effects of default would be. It was surprising
to me that even those of the Administration who were so firmly
against bond guarantee assistance continually indicated that they did
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not really know what the psychological effect would be on either the
bond market, on the stock market, on the international markets or on
our infant economic recovery.

In 1974, there were 7,701 issues of long and short term state and
local bonds with a par value of 51.9 billion. The total amount of tax
exempt securities outstanding at the end of this period was $207 billion.
The value of tax exempt obligations issued yearly between 1960 and
1974 has increased nearly five fold. Thus the tax exempt bond has
become institutionalized as a means of securing added capital for mu-
nicipal expenditures. This capital is used to refund debt, for short
term borrowing in anticipation of tax receipts, for the construction
of schools, hospitals, roads and other capital improvements.

It was made quite clear during testimony from municipal finance
specialists that without the ability to go to the bond market for capital,
municipalities would not be able to provide required public services
and eventual collapse would result. Thus, a report by Standard and
Poor’s indicating that ten percent of the nation’s municipalities are
unable to enter the financial markets at all, as a result of the psycho-
logical effect which default is having on the bond market, is to say the
least disturbing. o

Moodys Bond Survey further reports that high rated municipal
issues are at record yields, while the national association of counties
states that smaller localities across the nation are paying higher inter-
est rates than ever before. Simple calculation indicates that even if
the psychological effect of default causes a one percentage point in-
crease in the cost of local borrowing, it will result in an additional
$1.84 billion in interest charges over the 8 year average life of munici-
pal bonds offered over a one year period.

Thus while those who oppose a federal guarantee claim that they do
not want to provide “one red cent to New York,” all municipalities and
therefore all taxpayers are already paying the price for inaction,

‘With the importance of the tax exempt marlli)et to most municipali-
ties, it is vital that investor confidence 1s maintained. Unfortunately,
that confidence is decidedly absent today and it is unrealistic to assume

that defaults today will be met with passive acceptance by creditors.

Call it a “domino” or “ripple” effect if you will, default by a major
municipal borrower can be expected to trigger a confidence crisis of
potentially disastrous proportions for all tax-exempt bonds, no matter
how sound the backing.

Concern over the psychological impact on international markets has
also been expressed in recent weeks by various authorities. Recently,
London’s Deputy Mayor stated that “a default by New York would
result in & massive tragedy” for the Western world and possibly signal
the end of self government by all democratic cities. Former Under-
secretary of State George Ball told our Subcommittee that “default
of a private company is, as foreign countries see it, a phenomenon
quite normal in the operation of a capitalist system; but for the Fed-
eral government to sit by immobilized while one of the great cities of
the world defaults on its obligations, would, however unfairly, raise
questions as to the integrity and good faith of our political authorities
and create doubts as to the responsibility of our national government
and, hence, the validity of its promises.”
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_Dr. Pierre Rinfret, a noted international financial consultant com-
piled correspondence from top financial people in Europe and Asia
Inquiring as to the effect of a default on foreign markets. The response
from Switzerland ; “nobody can evaluate what the psychological reac-
tion could have been, but the Euro dollar market is very sensitive to
charges in confidence and the consequences could be harmful; from
Germany . . . “There would be a very strong psychological negative
impact.” If New York fails anything else may fail. It would certainly
further shatter the belief in the American economic upswing which
anyhow is weakening.” And from Hong Kong “My opinion is 1t would
be a catastrophic effect (sic) internationally.”

While other responses indicated the opinion that this would be a
minimal effect on international markets, it is still evident that severely
adverse reactions could result. ,

. What would the cost.of default be in dollars and interational fiscal
Integrity be to the American taxpayer?

The impact of default on our economic recovery should be of utmost
concern to every American. While default certainly cannot bolster our
fiscal integrity, I have attempted to balance the claims of both sides
of the issue. Again my opinion is that the cost to the American tax-
payer will be more post default than predefault. However, in the case
of our economic_re-development, the cost will be more than dollars,
the cost may well be an economic slump, more devastating than that
which existed over the past 4 years.

The inability of a political subdivision to borrow in the credit mar-
kets has an obvious effect on municipal spending. Traditionally, this
type of shortage forces a postponement of capital improvements which
do not need immediate attention. However, it should be remembered
that decisions of this nature have a debilitating effect on the needed
encouragement for economic growth, Further capital expenditures for
schools, hospitals and other public buildings may not be made, thus
adversely affecting public services. Also, there isa possibility that firms
using securities as collateral could find their access to bank financing
restricted which would curtail business expansion and could lead to
the failure of those that were overextended. Cities across the country
unable to acquire needed capital have announced the cancellation or
termination of capital improvement programs which would have re-
sulted in cutting current high unemployment rates.

. Banks holding municipal bonds could find themselves in difficulty,
since 1t could reduce their liquidity and in turn, they might have to re-
strict loans to their best customers exclusively. Thereby, further limit-
ing funds to corporations already closed out by our existing capital
credit crunch. And what of the financial security of this nation’s bank-
g systems. Testimony from both the Federal Depesit Insurance Cor-
poration and from the Comptroller of the Currency indicates a total of
324 banks which are holding New York City obligations which exceed
20 percent of their gross capital funds. Of these 324 banks, a signifi-
cant percentage have 50 percent more of their net worth invested in
NYC obligations. While both government agencies feel that only mini-
mal problems will arise for these institutions from a New York City
default, T am afraid that the fall of even a small percentage of the
banks listed fail because of the default, serious psychological and re-
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sultant financial consequences will follow for our banking institution.
A default by New York and subsequent financial difficulties for other
municipalities can have only the most dire effect on our econemic se-
curity. Even Frank Willie of the FDIC stated in his testimony “Ob-
viously, the potential impact on non-member banks could become sig-
nificantly more serious if other municipalities besides New York City
were forced to default because of general turbulence in the markets for
state and local obligations. ’ S

What will the cost of the failure of a percentage of our banking
system mean in dollars and financial security to the American taxpayer.

My conclusion after carefuly evaluating the testimony of the wit-
nesses before the Subcommittee is that the risks inherent in letting the
largest city in the nation default are too great for me to take as a rep-
resentative of 500,000 American citizens.

The President however feels that post default assistance will be less
costly to the American people than a bond guarantee as proposed in
this bill. Actually, a Federal guarantee will cost nothing and in all
probability will provide added revenues for our federal treasury. This
factor is evident from our experience with the Lockheed Loan Guaran-
tee which has already netted the Treasury some $17 million. The loan
guarantee fee and the submission of New York City and state revenue
sharing funds as security for federal assistance more than adequately
protect our federal interest. ' A :

An estimate of post default aid as suggested by the President, ap-
pears to me. to be the more costly alternative, Already the specter of
New York City bankruptey has taken its toll on some 1,500 companies
that sell their goods and services to New York. For example, the Amer-
ican Seating Company of Grand Rapids, Michigan, the home down of
our President, will start to lose over three quarters of a million dollars
for seats which they provide for Yankee Stadium, if New York City
cannot payv their bills. 500 million dollars of expected revenues to com-
panies across the country, will not be paid. What will the cost of bad
debt Tosses and lower corporate income tax dollars mean to our treasury.

Tt is estimated that default would necessitate lay-offs of an addi-
tional 30,000 city emplovees and partial payment of salaries for the
rest. This figure does not include the thousands of lay-offs which will
be caused by the cancellation of capital improvement and service
contracts with the private sector. It is estimated that this will result
in a New York City unemployment rate of over 20 percent. Thus, the
lost jobs and the lost business to the cities vendors, could mean a $100
million tax loss for New York each month. This astounding municipal
tax loss in addition to the increased unemployment and welfare pay-
ments which will come from our federal cofters, will cost the American
taxpayers millions. :

The President has also state that “In the event of default, the Fed-
eral Government will work with the Court to assure that police, fire
and other essential services for the protection of life a,n(}) property
in New York are maintained.” The problem with this statement is
what services are considered “essential services” and what will the
cost of providing these essential services be to the federal government.

In addition to the obvious life support services of police, fire and
hospitals, will the federal government also provide personnel or funds
for the continued functioning of the water supply, sewage treat-
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ment and sanitation services. And if so, at what cost to the American
taxpayer?

_In March of 1970 the federal government had to call out the
National Guard to deliver the mail during the mail carriers strike.
National Guardasman when called up for a period of 14 days at a cost
of $2,528,749. What if the President in keeping his promise to “assure
that essential services are maintained” would have to call out the
National Guard. The expense to the American taxpayer could be
exorbitant. i

What of the cost in both time and money to the individuals who
bring suit in federal court over the superiority of their lien against
the city and state. It has been estimated by witnesses that the courts
could take from 5 to 7 years to clear their calendars of lawsuits stem-
ming from a New York City default. Once against demonstrating that
the cost of post default is comsiderably more than a pre-default
guarantee.

. The psychological and financial consequences of post default aid
In my opinion, are sufficient to convince every mem%er of Congress
that the crisis which New York is experiencing today will possibly

“effect every urban center in America in the future. The fiscal decay

which has beset New York and the cities subsequent default will have
an impact felt by every American. Mayor Beame has stated “that
the question President Ford should ask himself is not ‘who benefits
from a New York default ? “—but ‘who loses?’ Clear] v there will be no
winners.” _

At the outset of the hearings on this legislation I stated that, “Tt is
my hope that we will find that the federal government need not pro-
vide any direct federal payments to our ailing cities.” Instead, I
believe 1t is the responsibility of Congress to provide a medium for
our cities to achieve fiscal stability, to restore confidence in their sur-
vival in order to establish normal funding channels. These hearings
have convinced me that this is the minimum that the federal govern-
ment can do to preserve the fiscal integrity needed for economic re-
covery and growth.

H.R. 10481 provides this medium in a most comprehensive
responsible and Jeast costly manner. ’

Stewarr B. McKinNEY.



INDIVIDUAL VIEWS OF HON. RICHARD T. SCHULZE

A federal bailout of New York City, in the form of an $8 billion loan
guarantee, has been proposed. The “Big Apple” has gone sour.

Irresponsible fiscal policies and financial legerdemain have brought
New York to where it is today * * * facing an outstanding debt of
$13 billion, over $3 billion of which is beyond budgetary authority.
Taxpayers across the nation are now requested to assist the city of New
York in the form of a loan guarantee. I cannot support this legislation
which in effect condones excessive spending, questionable accounting
practices, and irresponsible municipal leadership. Let us look at how
New York City reached this current financial crisis. o

To begin with, New York City has long been proud of its high level
of public services. Extraordinary “free” services have been provided.
New York City’s mayor recently boasted that “Everybody agrees that,
New York City has always done more for its Eeople than at(xiy other
city in the world.” Let us examine some of these benefits enjoyed by the
residents of New York:

Tuition-free education at the city’s 19 university institutions;
Free services at the city’s 18 municipal hospitals;
Subsidized subway or transit fares;
The highest municipal wages in the country;
100 percent municipal payment for employee pensions; and
The most generous welfare payments in the nation (which en-
courage the immigration of thousands into the city to enjoy them).
1t is outrageous that the American taxpayer is being asked to come -
to the rescue of a city which offers benefits which are not available to
most people in the nation.

The bailout of New York City has been referred to in emotional
terms and as a “moral” issue. Ts 1t “moral” to saddle our constituents
with the cost of $68,597 penthouse, complete with greenhouse, swim-
ming }")001 and underground parking, for the “needy” in New York?
Is it “moral” to coerce the American taxpayer into subsidizing the
$713,500 in overtime pay to New York City employees which was
necessary for the collection of refuse which had accumulated during
a garbagemen’s strike ? The answer is a resounding “No !”

State and local governments across the United States have been
making on an almost daily basis the hard decisions necessary to living
within their means. Should these communities now be held responsible
for the betrayal of public trust by New York City’s municipal officials?

To disguise their financial predicament, New York City offi-
cials engaged in financial legerdemain approaching massive public
fraud. It is interesting to note that the defeat of New York referendum
bond issues by the public in 1964 and 1965, resulted in the creation of so-
called “moral obligation” bonds. These bonds do not require voter ap-
proval. In that year, 1964, the Mayor of New York City remarked that
he did not intend “to permit our fiscal problems to set the limits” on
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what the city would do for the people. At that time, the Governor ap-
proved legislation permitting the city to use its capital budget to bor-
row for current expenses. F(ﬁlowing this, $26 million in expense items
was burled in the city’s capital budget. In the decade of 19651975, a
total of $2.4 billion was smuggled into the capital budget. The added
interest cost wag $250 million, ~

There was also the practice of tax-anticipation borrowing on reve-
nues which had already been collected. In the last two years, the city
has issued revenue anticipation notes in the amount of $1.275 billion
against $404 million in receivables. '

A federal rescue of New York City would imply a tacit acceptance
of the irresponsible municipal mismanagement in that city and would
encourage other States and municipalities to follow suit. It would
threaten the historical and delicate relationship between our federal,
state and municipal governments. It would remove the necessity of
municipal officials being held accountable to their electorate if they
were insured federal assistance as a reward for a lack of fiscal restraint
and bidgetary sleight of hand.

It has also been advanced that a federal loan guarantee will be
free * * * will cost the taxpayer nothing. This is not so. The costs
in higher interest rates, higher mortgages, more expensive products,
et cetera, would be very high indeed. ‘

Beyond this, the threat of a municipal bond market collapse has
been advanced if New York City is forced to default. We have been
warned of the “ripple” effect. We have been told that municipalities
from Pennsylvania to California will be unable to market their bonds.
Recent experience would indicate otherwise. Kansas City, the State of
Deélaware, and Minneapolis Spec. 8.D., have been low-cost short term
borrowers at-3.67, 4.29 and 4.629 percent vespectively. In addition, in
late October of this year, the State of Maryland and Fairfax County,
Virginia, sold more than $95 million worth of bonds at interest rates
substantially below those they have been paid in recent years. I sub-
mit that there will continue to be a market for municipal bonds with
sourid ratings. : S

Finally, there is the question of what New York City and New York
State have done for themselves. There remains the possibility of im-
posing -an’emergency and temporary tax, as well as authority to bor-
row funds collateralized by assets in -employee pension funds. I am
not convinced that the City or the State have exhausted,their alterna-
tives. There are other solutions, ; o ' ,

For the reasons stated above, I cannot support this legislation and
I urgently encourage my colleagues who believe as I do, that this
proposal calls for shouldering the responsibilities which properly be-
long to the States and municipalities, to join me in opposing this
measure. .

' Ricmarp T. Scmunzr.

SUPPLEMENTAL VIEW OF HON. LEONOR K. SULLIVAN

I have serious reservations about this legislation, but I support it
because it is the only measure immediately available to provide New
York City and State with a means of avoiding default and, thus, pro-
tecting the municipal bond market from drastic erosion of confidence
that could prove devastating to the credit needs of State and local
governments across the nation. '

H.R. 10481 is a one-shot bill aimed solely at New York City’s fi-
nancial dilemma, It completely fails to address the chronic and worsen-
ing credit problems which hobble State and local governments in their
efforts to obtain adequate Joan funds on reasonable terms to finance
vital public works an?l« facilities. ,

A review of financial news produces convineing proof that an in-
creasing number of municipalities and other political subdivisions are
steadily being squeezed out of the money market by steadily rising
interest rates and a diminishing pool of investors. More and more

‘local governments are finding that they cannot even float their bond

issues because no bids whatsoever are received or that bids that are
made carry demands for interest rates which exceed legal permissible
limits,

T readily acknowledge that the circumstances in which New York
City finds itself have had a significant adverse effect on the bond
market, However, the long-term debt financing problems of com-
munities throughout the country did not begin with New York and
they will not end with the aid this bill would provide to that City.

The Congressional Budget Office confirmed this point in a paper
it issued on October 10, 1975, The Budget Office stated:

* * * New York’s sitnation is far from the worst in the
nation. One composite index of central city disadvantage
shows New York in better shape than Newark, Baltimore and
Chicago, as well as eight other large urban centers * * ¥,

What is clearly needed is a Federal agency which can make direct
loans and guarantee loans to State and local governments when these
borrowers cannot obtain adequate eredit on reasonable terms from
other lenders. Moreover, such an agency, serving as a lender of last
resort, should be equipped to meet the national priority credit needs
of small and medium size business and industry and moderate income
housing which are also victimized by the lack of adequate credit on
reasonable terms.

Indeed, the hearing record on H.R, 10481 is replete with examples
and testimony which show the credit problems of State and local
governments to be nationwide in scope and deserving of a legislative
response that goes far beyond the boundaries of New York City or
New York State.
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i i 3 i husetts Housing
Aliam White, Executive Director of the Massac s
Fi:ince Agency,’which has been forced to cancel bond issues qni
drastically cut back the roduction of urgently needed housing
throughout that State, testl ed: coderal
* * * T would like to propose that the Federal govern-
ment establish an agency with a standby authority of $%3
billion to become a resource capital fund. This agency cou !
make direct Joans or guarantee the purcq}‘m;se of MX-gx%mp
securities at current market prices * . It would be a
nk of last resort. o . . .
Thk;a%fa& that the problem is pationwide in its dimensions and%
requires such a nationwide approach is reflected in the testimony o
none other than A. W. Clausen, President of BankAmerics Qolrﬁoreﬁ-
tion, parenﬁ-holding company of the nation’s largest commercial bank.
He testified that: ' - fonderd -
The financial markets of the country are floundering, Owin;
" in considerable part to New York City’s budgetary difficul-
ties. The market for municipal bonds has been the most se-
verely affected, with interest rates currently at the highest
point in history. * * * The prohibitive cost of borrowing has
forced the cancellation or delay of numerous housing an
public works projects.
Bank of America recommends accordingly that: ;
# * * g new agency should be created in the Federal govern-
ment for the ptgu‘page of serving municipalities as a lender of
last resort. 1 i HR
lution these witnesses have advocated 1s embodied mn H.R.
1055112e i(;h%cﬁmwould establish an Emergency Financial Assistance
Corpération to provide adequate credit on reasonable terms to State
and local governments, to small and medium size business and industry
and to finance low and moderate income housing when private lenders.
cannot meet these standards for priority area borrowers. ‘
Tt is my hope that this proposal, which is cosponsored by 16 Members
of the House, will be given immediate consideration by the Banking,
Currency and Housing Committee. The need to do so is urgent.

Lreoxor XK. SULLIVAN,

SUPPLEMENTAL VIEWS OF HON. DAVID W. EVANS

In recent weeks Congress has given a great deal of attention and
consideration to the financial quagmire facing the City of New York
and the detrimental effects “default” would have on the prosperity and
economic recovery of our nation. :

T have very serious and very strong reservations about the State and
City of New York’s attempts to break through the maze of financial
mismanagement and excessive public services to a path of sound fiscal
planning and budgetary programming, Such a path must be based on
the needs of the populace and the assets of the municipal and not on the
whims of special interests and political expediency. Yet, while these
bills of particulars are severe, I do not believe that they alone should
condemn this legislation. a

I am more alarmed by the Committes’s decision to create the Inter-
governmental Emergency Assistance Board, which in several ways is
an affront to our legislative and democratic processes. This Board
would be given wide sweeping authorities and controls to deal with
the fiscal problems confronting a city in either a pre- or a post-default
setting. Taken at face value the general autonomy of the Board would
appear essential in dealing effectively and expeditiously with default
issues. However, a thorough a,mﬂ{sis of the provisions of this legisla-
tion reflects that there are virtually no checks or balances as to what a
Board may or may not decide to do to or for a “defanlt” city. We have
heard a certain amount of discussion that the federal government
stands to make money from this crisis in the form of guarantee fees
(Section 106). The inference of the language in this section of the leg-
islation is that the Board may impose as little as a one-dollar guarantee
fee from the obligor. Certainly not a high profit making situation. On
the other extreme, a Board has the authority to call for the redemption
of any obligations guaranteed after three years (Section 108).

The point I am driving at is that under this legislation the Board

~ could and probably would make any city falling into the default cate-

gory and having no alternative but to seek federal assistance, a politi-
cal hostage of the current Administration—no matter which political
party may be in power. I am in full agreement that such a thing is very
unlikely, yet the legislation would be setting a precedent for future
actions of this type. :

T firmly believe that we should take every precaution and make every
effort to prevent further erosion of Congressional power over and con-
trol of the programs we have initiated. To do less than this is to shirk
the mandate given to us by our constituents as well as the obligation we
have to the Constitution.

Dave Evaxs.
(47)




" MINORITY VIEWS ON H.R. 10481
Tae Gooo Lire v New Yorx City

The American public does not begrudge all the good life for the
residents of New York that the City can provide and for which the
City can pay. But the American public, in general, does reject the no-
tion that the Federal Government should pick up the tax for excessive
spending by New York politicians in providing vote-getting enriched
public services that the City cannot afford. :

The 86 million Americans who see their pay checks docked 5.85 per-
cent each payday as their contributions to social security retirement
find, it hard to understand why New York City workers should have a
free ride under the pension and retirement systems provided by the
City which, in effect, are nonrcontributorﬂ systems. We would not
want to have the job of trying to explain that set up to our constitu-
ents next fall, as we well might be called upon to do, had we supported
this New York City bail-out bill.

Likewise, we would not want the job next fall of trying to explain to
the parents of college and university students in our districts why itis
they have to pay heavy tuition expenses each year while, under the
good life pro%ram of New York City, free tuition is provided at City
University which is one of the largest universities in the world. Any
high school gradusate, rich or poor, who wants to attend is eligible.

In addition to high salaries, New York City employees, under the
good life, enjoy fringe benefits and paid retirements costs which av-
erage more than 50 percent of base pay. Four-week paid vacations and
unlimited sick leave are provided for employees after only one year
on the job. :

No question about it. The good life is appealing if you can stretch
your credit and don’t have to face up to the question of paying for it.
The numbers tell the story. In the past decade, New York City politi-
cians have allowed the City’s budget to triple. Expenses have increased
by an average of 12 percent per year while tax revenues were increas-
ing by only 4 to 5 percent a year. The moment of reality has arrived.

New Yorx Crry Fixaxces

We are told that even if no payments were made on principal and
interest on debts of the City that there would be a cash flow deficit of
approximately $1.2 billion in the next four months—December through
March. of next, year. What we are not told is that such a cash flow defi-
cit for that 4-month period is normal operating procedure under the
way the books of the City are maintained. What we are not told is
that the last quarter of the City’s fiscal year ending June 30 is a lush
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revenue period with receipts substantially exceeding expenses includ-
ing interest on debt. For instance, in the last quarter (April, May and
June) of the City’s fiscal year ending June 30, 1975, the City received
52.6 percent of its general fund revenues for the year and almost 40
percent of its total receipts excluding borrowing operations. Fog that
last quarter of the fiscal year ending June 30, 1975, receipts of $5.063
billion exceeded expenses of $3.423 billion producing a surplus for the
period of $1.640 billion, This surplus together with a drawdown of
£103 million of cash and investment balances was used to reduce New
York City’s total debt from $14.050 billion as of March 31, 1975, to a
totul debt of $12.307 billion as of June 30, 1975, ' )

In the light of additional facts, that $1.2 billion of cash flow deficit
in the next four months is far less ominous than it appears standing
by itself. The cash flow deficit for that period will be self-correcting
from the excess of revenues over expenditures in the subsequent three-
month period. Further, the cash flow deficit could be eliminated com-
pletely by more closely gearing receipts to the time frame of expendi-
tures made. Get away from that revenue pattern under which the last
quarter of the City’s fiscal year produces 40 percent of its total re-
ceipts excluding borrowing operations.

Appendix A lists bonded debt of the City as of June 30, 1975, and
cash receipts and disbursements for fiscal years ending June 30, 1975,
and 1974 as reported by the City Comptroller.

Bre MAC

There is in being and in place a financing mechanism created to
stretch out New York City debt and provide the City with funds for
operating expenses. This is the Municipal Assistance Corporation,
familiarly known as Big Mac. It was formed in June of this year and
as of Qctober 20, 1975, had sold $2.677 billion of its bonds with
maturities extending from 2-1-77 to 2-1-95.

Big Mac is a “moral obligation” agency formed under New York
State law. Big Mac has no taxing power, was created initially without
any assets and its bonds and motes in no way are legal debts of either
New York State or New York City. L

But subject to legislative action by the New York State Legislature,
Big Mac is endowed with a valuable right ; that is the right to receive
funds from the State controlled sales and compensating use taxes im-
posed by the State on these transactions after July 1, 1975, in New
York City. Such revenue, if appropriated each year by the State to a
“Special Account” to service Big Mac debt, amounts to approximately

$800 million per year. The State has appropriated such funds to the .

“Special Account” for the State’s fical year ending March 31, 1975. So
by February 1, 1976, when Big Mac will have $116.9 million of interest
due on its $2.667 billion of bonds, the “Special Amount” will have
funds available (on a pro rata basis) of approximately $466 million
to meet that interest payment. )

Since Big Mac is a creature of the State and nof of New York City.
Big Mac will not default on February 1, 1978 interest due even if
New York City should default in December of this year.
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. Adfter March 31, 1976, the “Special Acount” for Big Mac debt serv-
lce, subject to annual State appropriation, can be angmented by the
State stock transfer tax approximating an additional §195 million per
year.

Big Mac is a versatile and ingenious financing device. When specific
Tevenues are agpropmated by the State each year, there will be avail-
able for the “Special Account” approximately $980 million to meet
Big Mac debt service—principal and interest—which on the bonds now
outstanding will peak at $428.1 million on 2-1-77. So long as New
York State doe not default, Big Mac will have the capacity to com-
pletely service its debt on approximately a 2 to 1 basis. After building
a Capital Reserve Fund from 1977 to 1980 equal to one year’s debt
service on Big Mac bonds, the excess revenues in the “Special Account”
can be returned to New York City for current expenses. This could
amount to upwards of $500 million a year to assist New York City in
meeting its current expenses.

Birrions or Assers

Until recently, the bililons of assets owned by New York City and
New York State pension and retirement funds and sinking funds vir-
tually have been ignored by the vociferous political and big banker
advocates of a Federal bailout for New York City. Now that default
by New York City appears to be an increasing possibility, active con-
sideration of some use of the billions of assets of the City and State
;nvestment funds to avert defualt by New York City is coming to the

fore. '

The Comptroller of New York State has advised that the various
pension and retirement funds of the State approximately $7.4 billion.
Figures as to New York State bonded debt outstanding and such debt
outstanding in the hands of public would indicate that another $750
million of assets are held in New York State sinking funds.

We did receive figures on New York State’s Common Retirement
Fuand portfolio of investments as of March 31, 1975, when the total
amounted to $6.269 billion, and the funds were held in prime invest-
mer‘llts. That was $709.2 million more than the total as of March 31,
1974.

We were informed by a witness that the pension and retirement
funds of New York City amounted to %7.3 billion at book and were
worth approximately $4.7 billion at market. Sinking funds for the
(Clity also apparently total another $750 million. A news article states
that New York City contributes $1.2 billion a year to the City’s pension
and retirement funds. The estimate appears plausible since for the
one fund for which we do have figures, namely the $2.492 billion, New
York City Teachers’ Retirement System, veceived $276 million in
mr%tributions from New York City in the fiscal year ended June 30,
1975, :

Those are big numbers: Combined assets of $16.2 billion in the State
and City retirement and pension systems and State and City contribu-
tions to those systems of approximately $2 billion a year.
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We are aware of the New York State Court of Appeals decision that
a trustee cannot be mandated to invest the funds under his control in
Big Mac bonds. We are also aware of the law limiting the percentage
of investment that may be invested in any one asset by a trustee. We
likewise are aware of the Prudent Man Rule governing the proper
investment conduct of trustees. And we are aware that short of bank-
ruptcy, you cannot change the vested contract rights of beneficiaries
of retirement and pension systems.

But strange things happen to established rules and laws when bank-
ruptey stares a State or municipality in the face if they do not make
full use of billions of dollars of assets that have been and are being
siphoned out of the State’s and the City’s income streams.

The Court decision referred to above does not preclude a trustee
from investing in Big Mac bonds if he voluntarily chooses to do so.
And the New York Legislature has passed a law on September 9, 1975,
known as the New York State Financial Emergency Act for the City
of New York, which eased the position of trustees voluntarily invest-
ing in Big Mac bonds. In effect, it repeals the applicability of the
Prudent Man Rule to trustee investment in Big Mac bonds. The Act
declares that Big Mac securities are prudent and legal investment for
a trustee of a public pension or retirement system. It releases such
trustee from culpability in the event they lose money on their Big Mac
investments. Further, the Act makes Big Mac bonds acceptable se-
curity for certificates of deposit and an acceptable investment for
City sinking funds. o

In part, these $16.2 billion of State, and City investment funds have
been tapped in an important way for investment in Big Mac securities.
As of October 20, 1975, New York City Pension Funds had invested
$569.5 million in Big Mac bonds. In addition, New York City Sinking
Funds had purchased $131.5 million of Big Mac bonds. At the State
level, as of October 20, 1975, the New York State Insurance Fund had
made purchases of $65 million of Big Mac securities and the New York
State Pension Fund had bought $50 million of Big Mac bonds. These
combined purchases total $842 million or about 5.2 percent of the com-
pined City and State pension, retirement and sinking fund assets of
$16.2 billion.

Since the State participation is comparatively meager, it would
appear the State and Big Mac on September 15, 1975, engaged in a
cosmetic operation to make the State’s participation appear to be
larger than it actually is. On that date, it would appear the State
swapped $250 million of 1-year Revenue Anticipation notes for a like
amount of Big Mac 1-year subordinated notes. At the end of the year,
the swap will cancel. Meanwhile, the transaction will have padded the
State’s actual participation in Big Mac by $250 million.

Clearly without any more financial finagling than the State has
already done in suspending the Prudent Man Rule with respect to Big
Mac bonds, there is much more that could be done with the $16 billion
of City and State fund assets. And not to be overlooked, of course, 18
that $2 billion per year of new funds, without any vested strings
attached, that are diverted from the City and State’s income streams
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and squirreled away in the supposedly safe haven of pension, retire-
ment and sinking funds.

Years ago, when the present Mayor of New York City became the
City’s Comptroller, it was common knowledge in investment circles
that practically all of the City’s pension and retirement funds were
invested in New York City obligations. The former Comptroller was
credited with changing that established investment policy by disposing
of the New York City obligations and replacing them with higher
yielding other assets since the City derived no benefit from the tax
exemption privilege accorded municipal debt. Perhaps it is time to
again reverse that investment policy since the highest yielding invest-
ments around are Big Mac securities which most recently have been
offered with 11 percent coupons.

New York politicians and bankers in recent weeks have pulled out
all stops on rhetoric making default a horror word. That was not so
back in February 1975, when New York State did default on a note
issue of one of its “moral obligation” agencies, the Urban Develop-
ment Corporation.

On February 25, the Urban Development Corporation failed to pay
the principal of a $100 million note 1ssue then due and failed to pay
interest of approximately $5 million due on that date. It was default
by choice on the part of New York State.

Financial markets did not collapse—as a matter of record, the Dow
Jones Industrial Stock Average went up 90 points while the Urban
Development Corporation was in default. .

The default continued for approximately three months. On April
30th, the State voted approval of an aid package which removed re-
strictions on a previously authorized appropriation—not a new appro-
priation but a previous one—so that up to $110 million of that pre-
viously authorized appropriation could be used to cure the default.

Actually, the default was cured on May 20, 1975, from proceeds of
a $140 million revolving credit established for the State’s Project
Finance Agency by the eleven New York Clearing House Banks. At
that time, holders of the $100 million Urban Development Corpora-
tion notes were paid their principal in full, together with the $5.1 mil-
lion of defaulted interest then due.

New York State credit was not destroyed by the default of its moral
obligation agency. On May 28, 1975, New York State sold in the in-
vestment market $975 million of short-term tax anticipation notes at
an average interest cost of 5.9976 percent. The notes dated June 16,
1975, were due $300 million on September 15, 1975, $300 million on
December 30, 1975, and $375 million due on March 31, 1976.

Strange, isn’t it, that when default actually occurred on a New York
State agency issue last February there was hardly a ripple of rhetoric
whereas now, when default has not occurred but might, the media has
been saturated by the New York politicos and big bankers trying to
sandbag the Congress for a guaranteed Federal bailout.

Title I, the New York City bailout provision in this legislation,
should be stricken from the bill.
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APPENDIX A

Boxpep Deer or New York Crry as orF JUNE 80, 1975, Casg

REcEIPTS

AND DisBUrsEMENTS FOR Fiscar, Years Expine JUNE 30, 1975 AND

JUNE 80, 1974 as REPORTED BY THE Ciry COMPTROLLER

' NEW YORK (CITY OF)
Quistanding— Held by
June 30, ‘75 public
Bt)ndedddeb’(:;JI (

Re KNG CUMES. e $1,249,051,550  $768, 124, 360
Taxation-serial .. 6, 335, 233, 580 6, 066, 671, 500
ASSESSMeNtS e 1, 200, 00 , 200, 600-
Housing loans 3. .. 178, 270, 000 17, 270, 0G0

Urban renew. proj_ ..o 2, 823, 040 22,823,040
Total FURAEM - - o o oo e 7,766,578,170 7,017, 088, 90

Bond antic. notes:
Housing 08NS - . e emcmeccmceeaae 1, 102, 175, 000

861, 675, 000

Mult. dwell. ins. 118, 000, 000 87,000, 000
Cau;;(ta?vcvgllstlrns 350, 000, 000 150, 000, 600
Tem?rg??ﬁgce O e 380,000,000 ¢ 320, 000, GO
e 2,440,000, C00 2, 440, 000, 000

an renewal D 730,000,000 o ___.__
322‘?&;’.‘5’.‘?”.".: _________________________________________________________ 120, 000, 000 120, 000, 0C0:

R S 4,540,175,000 4,038, 675, 000

¥3§2! B%’R!ie? edtt'ebt _____________________________________________________ 12,306, 753,170 11, 055, 763, 950

1 As reported by Comptroller.

2 Issued to New York State. .

3 Serial bonds tor limited profit housing loans.

¢ Including $100,000,000 issued to the Munic. Assist. Corp.

Cash Receipts and Disbursement (excl. sink. funds & trust funds),
years ended June 30 (on a warrant registered basis—as reported by

City Comptroller) (in dollars):

1975

1974

Receipts by general sources:
Real estate taxes..

$2, 657, 883, 314
3,028,940

éssesswmtz ........................................................... , 028,
eneral fund:
Sales taX. e 791, 103, 568
Personal income tax_. 559, 456, 664
General corporatign tax_____._ 229, 288, 535
Unincerporated business income._ 43,538,073
Financial corporations. ... 115, 602, 925
Insurance corporations.___ 18,281,430
Transportation corporations. 682, 586
Commercial rents_______ 191, 338, 999
Occupational-hotel room_ , 697,776
Cigarette_._.__.._______ 30, 060, 739
Cigarette tar and nicotine_ 14,913, 220
Utilities______________ 90, 540,713
Real property and fr... 14, 310, 045
Commercial motor vehicle 5,494, 439
Vault_ ... __ 3,869, 739
" Leaded gasoline. 9,694,134
(O;the{. city tzxes.t ...... i 5 ggg %g
asoline and motor vuel 1_. , 483,
Mortgagesi______._.__. 20, 966, 886

Stock transfert_______.__.__

184,752, 328
Motor vehicle license fees L_ 3, 192

Automobile use._____.__ 16,273,078
Ofi-track betting 67, 180, 065
State aid - 413,941, 825
Federal revenue sharing 256, 754, 060
Water charges_.________ 190, 757, 803
Fines and fees.. 91, 872,477
Private rent, etc. 980, 507, 802
Sewer rents____ 46, 688, 398

Rev. ant. motes___ .. eemmeees

$2,495, 128, 667
, 787,413

575, 386, 498
538, 193, 415
272,933,452
37,648, 879
59’ 684, 743
13,324, 074
673, 653
177,434, 193
15

30, 653, 747
21, 067, 655
70, 158, 632

11, 663, 834
599, 452

40, 576, 508
27,141,789
189, 656, 637
6, 047, 568
42,500, 600
369, 873, 398
262,723, 562
124, 842, 340
82, 380, 854
384, 635, 109

648, 300, 000

Total general fund _ - .o icmccmeoo- _5 4,529, 876, 848

4,027,482, 075

See footnotes. at end of table.
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1975 1974

Supplemental receipts:
i 2,458, 474, 341 1,923, 075, 654
2,010,047,925 1,692, 268, 648
93, 563, 378 89,738, 622
748,104, 310 133, 594, 587
465, 416, 569 337, 354, 966
gederal revenue sharing _ 67, lﬁg’ ggg 4;, %gg, ggg

ewerrents___.______ 3 3 s
Prop. sold, etc_ _ - 21, 161, 392 13, 389, 306
Other receipts. ..l ... dr76, 665, 705 dr9, 089, 027
Total reCeIPYS . .o o oo e 12,979, 148, 318 10, 814, 185, 878
Borrowings: 3

Tax ant. notes_ . . 1, 495, 000, 050 1, 067, 000, 000
Rev. ant. notes. . 4, 695, 000, 000 3, 825, 000, 000

Budget notes_ ..
Capial motes_ e

308, 300, 000
5, 100, 000

Bond ant. notes_ .. ... e 2, 068, 135, 000 1,240, 945, 0C0
Urban ren. notes. ... .. 137, 610, 000 171, 370, 0600
Serial bonds.. ... L 941, 920, 000 1, 486, 595, 000
Total borrowings_ ... ... 9,337,665,000 8, 104, 310, 000
Total rec. and borr_ oo 22,316,813,318 18,918, 495,878
Cash and inv., 71 _ .o, d39, 345, 816 240, 224, 802
Total and bal .. ... 22,277, 467,502 19,158, 720, 680
Disbursements by general functions:
General government__.______________________ ... __. 333, 028, 605 341, 556, 372
Elem. high scheol education 2,766, 299, 880 2,501, 748, 410
College education_____._ 581, 757, 620 524, 108, 480
Parks, recr. and cult .. ... 206, 893, 973 213, 185, 368
Public safety:
Police el 853,722, 034 776, 302, 251
Fire.._..... - 371, 886, 064 355, 514, 889
_nsp. & protect__ - 5,537, 244 4, 326, 826
Enviro. protect____ - 745, 939, 164 674,467,771
Urban renew__________ . , 879, 62,047,725
Health serv.__ - 1,030, 359, 151 920, 416, 789
Human resour. - 2,902,736,926 2,600,956, 983
Econom. devel. - 91, 367, 220 119, 636, 583
Housing and deve! - 86, 456, 701 97, 143, 403
Munic, services____ - 184,340,885 132, 593, 085
Transportation.__ - 182, 235, 723 160, 944, 645
Consumer affairs_. 12, 651, 438 15,024,427
Charit. inst. pay .. - 558, 322, 835 488, 072, 492
Correction___._._. R 115, 956, 445 101, 862, 966
Judicial________ - 61,623,435 57,031, 323
County exp.-gen._. - 28, 680, 395 25,597, 534
Co. exp. judicial ___________________ - 68, 341, 187 59, 266, 111
Transit_.._________ - 271, 448, 288 124, 614, 302
Water suppl. dev__ . 58, 667, 312 49, 531, 804
Interest on debt___ - 743,917, 231 528, 938, 558
Misc.-Comptroller__ - 1,002,521, 184 971, 819, 011
ther_ .. - 47,412,714 17,537, 466
4 Hous. and dwell. In_ - 261,262, 407 192, 980, 878
2 Total_____....... - 13,643,145,089 12,117, 226, 452
3 Debt redeemed. --- 8,098,738,620 7,079,846, 480
Debtamort L 6,138, 695 993, 564
Total dishurse. ... 21,748,022, 404 19,198, 056, 496
Cash and inv., 6-30_ .. 529, 445, 098 d39, 345, 816

1 State taxes.
2 Includes bonded expenditures.

S
3 Excl. $45,000,000 (1973, $47,000,000) rev. ant. notes issued to tax Appropriation & Gen. Fd. Stabilization Res. Fund:

which have been redeemed. .
4Limited profit housing & multiple dwelling loans.
6 Excl. $298,300,000 redemption of rev. antic. notes and refunds.

Source: May Report, p. 1,243,

Law Signed—Mayor Abraham Beame signed a bill allowing prop-
erty owners to prepay real estate taxes at an 8% discount, a step en-
suring that at least $150,000,000 from the prepayments would flow
into the city’s treasury by Sept. 13. The law signed by Mr. Beame
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actually allows property owners to prepay their taxes due between now
and the end of the fiscal year. They are normally due in quarterly in-
stallments in Oct., Jan. and Apr. Those who agree to prepay their
taxes receive an 8% discount on them, calculated on an annual basis.

Arserr W. JOIINSON.
J. WiLriam STANTON.
Garry Brown.
Caarmers P. WyLis.
Jorx H. RousseLor.
Joux B. CoNrax.
GroreeE HANSEN.
Hexry J. Hype.
Cuanrces K. GRASSLEY.

ADDITIONAL MINORITY VIEWS OF
HON. JOHN B. CONLAN

During deliberations over this federal legislation to bail-out New
York City, no real thought has been given to the further serious
damage that such aid—whether direct or indirect—will inflict on the
principle of federalism in American government.

Congress simply cannot; and will not, dispense aid to New York City
without demanding strings on that aid. If Congress bails out New
York City—which I firmly believe it should not do—responsibility on
the part-of Congress demands strict and specific controls on how that
aid 1s used, and%low New York puts its financial affairs in order.

This means that Congress will have to deal in detail with particular
questions of a city’s finances. This drainage of power to the govern-
ment in Washington is one of the most worrisome aspects of this whole
affair, with far greater long-run consequences for the Nation than a
default, It is most important that New York City solve its own prob-
lems, that New York State solve its own problems, and that every level
of government be immediately responsible to its own constituency for
resolving whatever problems arise. ~

- Otherwise, the unitary socialist state is brought just that much
closer, with all its attendant loss of individual freedoms and creativity
in meeting the needs and desires of the people in communities through-
out America.

' JouxN B. ConraN,

(57)



DISSENTING VIEWS OF HON. CHARLES GRASSLEY

Should the American public be New York City’s keeper? The city’s
current dilemma raises a number of serious questions which those who
voted in favor of HLR. 10481 have refused to take account of. These
include moral questions suggested by New York’s inability to control
its own finances as well as practical problems inherent in any Federal
program designed to solve the financial difficulties of inferior political
jurisdictions. ’

Members from both sides of the aisle have admitted that New York
City has been poorly managed for at least the past decade. Below is a
table prepared by the Library of Congress which puts in perspective
just how reckless the city’s spending has been. It should be made clear
at this point, however, that any attempt to place the blame for New
York’s budgetary crisis on either one of the major parties is simply
a smokgscreen aimed at covering up the true nature of the problems
involved. :

TOTAL EXPENDITURES, INCREASE IN EXPENDITURES, GROSS DEBT OUTSTANDING, AND INCREASE IN GROSS
DEBT IN NEW YORK CITY, FISCAL YEARS 1965-74

" [tn millions of dallars]

Increase in increase in
expenditures gross debt

Total qver previous Gross debt  over previous
Year - expenditures year  outstanding year
12,581 1,045 13, 508 1,745
11,536 824 11,764 485
19,712 1,180 11,279 1,114
9,532 1,623 10, 165 1,474
€73 8,691 €88

7.0 1,005 8,003 86
6,031 889 7,917 -2
5, 142 877 7,918 222
4, 547 353 7,697 238
4,194 227 7,459 408

Source: 1.5, Department of Commaerce, Bureau of the Gensus. (Annual publication entitled “City Government Finances.”")

Let’s, then, analyze New York’s situation in terms that I feel most
members of the Committee will acknowledge as being valid. First,
New York has clearly overspent and must either find new sources of
revenue to decrease and eliminate itg deficits and debt, or else reduce
its spending. While the former, though politically distasteful, is a
real alternative, and possible without any sort of ¥ederal action, the
latter is a wiser course of action. Certainly, it could involve personnel
layoffs; but these could be minimized by a reduction in salaries and
fringe benefits of those retained on the payroll, as well as more cost-
effective management. For those who feel that such steps would be
impossible or simply too painful, T invite you to review the case of
Detroit in the early 1930's. At that time, the municipality faced a
budget situation similar to New York’s; but it overcame its dilemma

(58)
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through the tough sorts of actions I listed above. Keep in mind, too,
that there are currently Federal programs designed to help those
who are severely affected by economic dislocation. This was not the
case when Detroit made the tough decisions required to stave off
financial disaster. Of course, many proponents of a Federal bond

* guarantee feel that such a program would be preferable to increased

welfare or unemployment expenditures. I disagree. The sort of guar-
antee being promoted in H.R. 10481 fails to address itself to the
fact that the leaders of New York have been less than straight-forward
with the city’s residents, that the municipality’s accounting and fi-
nancing procedures have been frought with irregularity, and that the
policies of public officials have brought the city to the brink of finan-
cial chaos. '

However powerful the New York labor unions may be, the actions
of those elected officials who have refused to stand up and tell their
constituents the truth—that New York could not go on indefinitely
without making some sort of accommodation for its ever-burgeoning
budget—are inexcusable. In essence, Congress, by aiding the city now,
would be lending a degree of legitimacy to the city’s leadership that
these officials ought not to receive. Indeed, one reason the American
people are overwhelmingly against a Federal bail-out of New York
1s that they are fed-up with dishonesty in politics, and the precedence
short-term political considerations take over long-term, responsible
planning. They are tired of paying bills created by politicians who
appear more concerned with the next election than with the next
generation. Events surrounding the last Administration in Washing-
ton created an air of cynicism among the populous which is only re-
inforced by the current situation in New York. Americans now feel
that any public officials who act irresponsibly or dishonestly should
pay a price, and should not be rescued by last minute emergency action
which fails to strike at the root causes of the problem. I was particu-
larly disturbed by a Wall Street Journal article of October 30 which
details how Mayor Beame and New York State legislators tacitly
participated in political chicanery seemingly intended, at least in part,
to convince the American people that New York City’s leaders were
responsible enough to cope with its financial dilemma. Thousands
of city employees were apparently laid off ; but most were almost im-
mediately rehired. In Mayor Beame’s own words, “We all knew they
would be put back * * * T think that, more than anything else, really
hurt our credibility in the nation, * * *”

Now, many members of Coneress fear that laree-scale financial dis-
ruption would occur if New York defaulted. While Administration
officials argue that long-term disruption is extremely unlikely, many
are not convinced. Yet T believe we have more reason to fear the re-
sults of the bill discussed here than we do a New York default. In
the'first place, we have no idea what effect its passage would have on
interest rates, and. thus, the current economic recoverv. Investors, in
anticipation of a New York default and a subsequent Federal pay-off
of the defanlted obligations may rush out to borrow for fear that the
Federal pay-off will raise interest rates later on. Or a guarantee, by
inducing investors to put their money into New York city bonds,
might cause borrowing rates for companies, states, and municipalities
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to rise because of a capital short-fall. Also, we have no assurance that
those who could be affected by the actions of the Emergency Assistance
Board—for example, pension recipients and current bondholders,
might not bring suit against the Board, thus causing months or even
years of inaction. Of course, the Board would, in any case be subject
to the same sorts of political pressures that New York’s public officials
are currently subjected to. And I am also fearful that criticism of the
Board’s decisions might serve more as a camouflage to permit inter-
ference with the Federal Reserve’s control over monetary policy than
as a constructive means to improve the Board’s handling of New
York’s dilemma.

Finally, I believe it is morally wrong to saddle future taxpayers
in New York City, or any political jurisdiction, with debts incurred
by today’s leaders that promise no yields of fruit to future generations.
Indeed, it is the taxdollars of these future taxpayers, many of whom
have yet to be born, that would be used to pay off the long-term bonds
which now help finance today’s free university tuition, underutilized
hospital rooms, over-generous fringe benefits for city employees, and
the like.

In conelusion, New York should be allowed only to take advantage
of altered bankruptcy laws. Control of the city’s finances would be
put in the hands of those who would have no reason to be anything
but straightforward. In addition, such a course of action would make
clear that the Federal government will not offer an umbrella to short-
sighted politicians who insist on walking out naked into the rain.

Cuarres E. Grassiey.

DISSENTING VIEWS OF HON. WILLIS D. GRADISON, JR.

The proponents of a federal loan guarantee are claiming that the
plan will not cost the American taxpayers a cent. In fact, they say, the
loan guarantee plan will actually make money for the federal
government. ;

In view of the fact that the federal deficit this year will be more than
$70 billion, this logic is not surprising. Nevertheless, it should not go

unchallenged.

In essence, the loan is an agreement by the federal government to
borrow up to $7 billion for New York City. Congress would rather
label federal debt as loan guarantees in the same way that New York
City officials would rather call their debt Bond Anticipation Notes and
Tax Anticipation Notes. This is understandable, but it should not blind
us to the fact that federal loan gunarantees will have the same effect on
the market as federal borrowing. All Americans will pay for the loan
guarantees through higher interest rates, more inflation, and less credit
availability for private borrowers.

I am opposed in principle to forcing all Americans to pay for spend-
ing in New York City. If New York City residents want to continue to
receive a higher level of social services than is the case elsewhere, there
should be no objection. One of the great things about our federal sys-
tem of government is that it allows for diversity at the local level. But
fairness also demands that those who benefit from the services should
pay for them.

In addition to my objection to the principle embodied in H.R. 10481,
T am also opposed to several specific provisions of the bill, '

(1) The amount of the loan guarantee is excessive. Governor Carey
said in testimony before the Kconomic Stabilization Subcommittee,
“* * * 5o that with a guarantee on bonds with a principal amount of
five billion dollars we can effectively handle New York City’s remain-
ing short term debt.” The Subcommittee received absolutely no testi-
mony to support the higher $7 billion figure contained in FL.R, 10481.
The Senate Banking Committee apparently feels that $4 billion is
sufficient. I strongly object to any loan guarantees whatsoever, but to
give the city more than Governor Carey asked for would be ridiculous.

(2) There is no requirement that a guarantee fee be paid by New
York City, although the Board may require one.

(8) There is no requirement that New York State extend any assist-

ance to New York City, although the Board may require this.
. (4) This bill would place control over the details of the city’s finances
in the hands of a five member board of federal officials, three of whom
serve at the pleasure of the President. Not only will this mean decisions
which should properly be made at the local level will be made at the
federal level, but it will also mean that national political forces will
impinge on essentially local issues.

(61)
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(5) New York City officials have submitted a financial plan which
supposedly will lead to a balanced budget in three years. There is no
reason why a balanced budget should take three years to achieve when
most _cities, both large and small, balance their budgets every year.
Furthermore, we are being asked to extend loan guarantees which may
run until 1999. We have been given no assurance that New York City
can live up to the three year plan, much less about what will happen
after three years. In view of past performances, there is a good possi-
bility the federal government will end up paying off the guaranteed
loans.

The basic law of economics holds that there is no such thing as a
free lunch. Having tried to exempt itself from this law, Congress is
generously offering to repeal the law for New York City. The attempt
will fail, of course, but if H.R. 10481 is enacted, the American people
will pay dearly for the attemnt

Winris D, Grapison, Jr.

DISSENTING VIEWS OF HON. RICHARD KELLY

As a witness to the carefully staged drama that has been played and
replayed before this Congress in the last few weeks, I know every char-
acter and every line by heart. We have been told in our Committee
meetings countless numbers of times that New York City and all of its
inhabitants—particiularly the poor, the hungry, the unem loved (not
to mention the banks)—are in grave danger should the City default.
It has been carefully explained that default must be avoided at all costs
for the sake of New York itself and all other municipalities across the
country who are now or could ever be in financial trouble. It has been
argued time and again that Jegislation such as the bill at hand must be
enacted without delay based on the justifications that no one can help
New York City now but the federal government (read: American tax-
payer) and that a program of loan guarantees costs nothing.

My concern is that no one sees this drama for what it 1s—pure fic-
tion. My concern is that it is too easy for many to believe the superficial
story about the bill. rather than face the reality of what is happening.

y concern is that Congress is treating this as just another item on the
legislative schedule to be debated and passed without full cognizance
of its true meaning for New York and of its long-range effect on the
fabric of our national existence.

The Committee report will outline the mechanies of this “emergency
assistance” program. The attention of the Congress and the public
must be drawn to the real consequences:

1. A complete surrender of control by New York City over its local
affairs.—The Intergovernmental Emergency Assistance Board is au-
thorized to impose such terms and conditions as it deems appropriate
with respect to making guarantees under the Act. Clearly, this is a
violation of the separation of federal and local authorities since it was
brought out in the Committee deliberations that federal control in
New York City will be absolute following implementation of the
“emergency” plan.

2. The leadership of the municipal unions will be rewarded for eax-
tracting from the City move than it can afford to pay—Today the
City of New York pays generally the highest municipal salaries in the
United States and unparalleled pension benefits, In many instances,
employee benefits were augmented when the City government was deal-
ing from a position of vulnerability, when the people of New York were
afraid of loosing important municipal services or of being exposed to
hazards of their own health and safety. Because of the unusual powers
of the City’s union leaders, it has been easy for them to negotiate con-
tracts that contain unjustifiable items, and by passage of this bill we
reward them for their past successes and encourage similar activity by
the growing numbers of municipal unions throughout the country.
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3. The poor are being used as tools—The poor, the sick, the hungry,
the uneducated and the unemployed are ill-served by those who invoke
* their names in the campaign for a federal bail-out of the City. They
are being used as an excuse to overlook the mismanagement and over-
spending that have characterized the City’s government for so many
years. It is of paramount importance to realize that those who will be
helped the most by a bail-out are politicians and the bond-holders. The
federal guarantees will increase the value of all paper issued by New
York, to the disadvantage of all the cities and States across the country
who will not have the opportunity of enjoying this display of largesse
by the federal government.

4. It weakens rather than strengthens New York’s position.—the
rest of the country needs. New York more than New York needs the
rest of the country in this instance. If New York will help itself assume
the responsibility for its own future, it will give inspiration to the rest
of the country, raise itself in the eyes of the nation, and hopefully re-
verse the trend toward bankruptcy and fiscal irresponsibility for the
whole country. ,

5. It is a political solution to a financial problem.— New York’s
problems are its own creation. No amount of rhetoric directed at the
President of the United States or the Secretary of the Treasury can
disguise the fact that budget decisions made by the City over the last
20 years have been the direct result of political and government choices
made by the officials of the City and the direct cause of its current fi-
nancial problems. By appealing to majority sentiment in Congress and
attempting to shift the blame to the Executive branch, those who ad-
vocate this legislation are legitimizing the use of politics as a solution
to what appears clearly to be plain and simple financial problems.

This legislation is an extension of the myth that there is something
for nothing, and that what government does, does not have to be paid
for. New York is looking at the stark reality of deficit spending. If
a bail-out occurs, then reality will be avoided and the myth extended.

Ricuarp KeLiey.
@)
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18t Session No. 94-632

INTERGOVERNMENTAL EMERGENCY ASSISTANCE
ACT—PART 11

NoveMBER 13, 1975.—Committed to the Committee of the Whole House on the
State of the Union and ordered to be printed

Mr. ULLmaN, from the Committee on Ways and Means,
submitted the following

REPORT
together with
SUPPLEMENTAL, MINORITY, AND DISSENTING VIEWS

[To accompany H.R. 10481]

The Committee on Ways and Means, to whom was referred title IT
of the bill (FHL.R. 10481) to authorize emergency guarantees of obliga-
tions of States and political subdivisions thereof ; to amend the Inter-
nal Revenue Code of 1954 to provide that income from certain obliga-
tions guaranteed by the United States shall be subject to taxation; to
amend the Bankruptcy Act; and for other purposes, having consid-
ered the same, report favorably thereon with an amendment and
recommend that title IT of the bill as amended do pass.

The amendment is as follows:

Page 13, strike out lines 6 through 16, and insert in lieu thereof the
following: '

SEc. 201. TAXABILITY OF CERTAIN FEDERALLY GUARANTEED OB-
LIGATIONS.

(a) CERTAIN FEDEEALLY GUARANTEED OBLIGATIONS.—Section 103 of the Internal
Revenue Code of 1954 (relating to interest on certain governmental obligations)
is amended by redesignating subsection (e) as subsection (f) and by inserting
after subsection (d) the following new subsection :

“(e) CERTAIN FEDERALLY GUARANTEED OBLIGATIONS.—Any obligation—

“(1) which is issued after the date of the enactment 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 Inter-
governmental Emergency Assistance Act (as in effect on the date of the
enactment of this subsection),
shall be treated as an obligation not described in subsection (a) (1).”

(b) ErrecTIVE DATE.—The amendments made by subsection (a) shall apply

to taxable years ending after the date of the enactment of this Act. T aR 0“\
e P
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1. SuMmMary

The bill, H.R. 10481, as reported to the House by the Committee on
Banking, Currency and Housing establishes a Federal agency that
under certain conditions would be able to guarantee taxable debt issues
of a city or municipality that faces default on its obligations or is In
(or pending) bankruptcy. Since the bill requires that the interest on
these obligations be subject to Federal income tax if the guarantees
are to be effective, the bill, as reported, amends the Internal Revenue
Code to provide that interest on these types of guaranteed obligations
is to be taxable. In view of this amendment to the Internal Revenue
Code, which is under the jurisdiction of the Committee on Ways and
Means, the bill was sequentially referred to the committee on Ways and
Means for consideration of title IT of the bill which amends the tax
laws.

Your committee did not consider the underlying legislation in title I
of the bill, However, the committee did conclude that if Federal guar-
antees of State or local government obligations are to be provided, the
interest on these obligations should be subject to Federal income tax.
As a result, your committee’s bill provides a substitute for title IT of
the bill which provides for taxation of interest on guaranteed obliga-
tions but only on those obligations issued after the date of enactment
of the bill.

II. GENERAL STATEMENT
Present law :

Under present law (sec. 103 of the Internal Revenue Code) interest
on most obligations issued by a State, a territory, a possession of the
United States, the District of Columbia, or a political subdivision of
any of the foregoing is excluded from gross income and is therefore
exempt from taxation. This exclusion from gross income is not subject
to waiver by the issuer of the obligations. Exceptions to this provision

are provided for certain industrial development bonds and arbitrage

bonds, the interest on which generally is taxable.
Obligations issued by the Federal Government, however, are gen-
erally subject to tax.

Reasons for change .

On November 3, 1975, the Committee on Ways and Means was 1n-
formed that pending legislation before the Committee on Banking,
Currency and Housing to authorize emergency guarantees of obliga-
tions of States and their political subdivisions contained certain pro-
visions which relate to the Ways and Means Committee’s jurisdiction.
When the bill, H.R. 10481, was reported to the House by the Com-
mittee on Banking, Currency and Housing on November 6, it was
sequentially referred to the Committee on Ways and Means for con-
sideration of Title II of the bill, which ameunded the Internal Revenue
Code of 1954. )

While the referral of HL.R. 10481 to the Committee on Ways and
Means involved only Title IT, the committee’s attention initially was
drawn to section 111 of Title I, the Emergency Municipal Debt
Guarantee Fund. This section provides for payments under the guaran-
tee in the event the State or State agency issuing an obligation 1s not
able to make a timely payment of interest or principal. The fund would
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be financed by guarantee insurance fees, revenue sharing funds and
the issue of Federal obligations under the Second Liberty Bond Act.
The Committee on Ways and Means noted that this provision (sec.
111(c) ), because of the reference to the Second Liberty Bond Act, is
within its jurisdiction. Any issue of public debt obligations under this
subsection also would affect the pubﬁc debt limit. Probably more im-
portant, spending of Federal funds, whether derived from tax or debt
receipts, would constitute spending of a kind that may be unlawful
under the provisions of Title IV of the Congressional Budget and
Impoundment Control Act of 1974. In response to these observations
of the Ways and Means Committee and comments from other com-
mittees of the House, your committee understands that the Committee
on Banking, Currency and Housing is to propose that section 111 be
deleted from H.R. 10481.

The major focus of your committee’s attention was on the provision .
under Title IT of the bill dealing with the taxability of certain Fed-
erally guaranteed governmental obligations.

Because of its concern with the fiscal crisis in New York City, the
Committee on Banking, Currency and Housing in the bill, HLR. 10481,
which it reported to the House, establishes s Federal agency that under
certain conditions would be able to guarantee taxable debt issues of a
city or municipality that faces default on its obligations or is in (or
pending) bankruptcy. Since the bill requires that the interest on these
obligations be subject to Federal income tax if the Federal guarantees
are to be effective, the bill, as reported, amended the Internal Revenue
Cod% lto provide that interest on these guaranteed obligations is to be
taxable.

Your committee did not consider the provisions of title I of the bill
which provide Federal assistance to distressed State or local govern-
ments, nor did it examine the obligation guarantee program provided
in Title I. However, the committee did conclude that, if Federal guar-
antees of State or local government obligations are to be provided, the
interest on these obligations should be subject to Federal income tax.

Your committee believes these bonds should be taxable for two rea-
sons. First, Federal guarantees make these obligations more nearly
comparable to obligations issued by the Federal Government, which
are taxable. Allowing a tax exemption for the Federally guaranteed
obligations would give them a competitive advantage in this respect
over Federal obligations generally. Second, allowing a tax exemption
for the interest on these obligations is an indirect form of assistance to
the issuing government. Your committee concluded that any such as-
sistance should be accomplished directly, rather than through the tax
system, so that the amount of assistance to be given and the conditions

- governing the use of the assistance can be reviewed by the appropriate

congressional committees through the authorization and annual ap-
propriation process.

Explanation of provision

Your committee’s bill provides a substitute for the provision in title
IT in the bill as referred to this committee. The committee substitute
amends the Internal Revenue Code to provide that interest on obliga-
tions which are guaranteed under this bill are to be taxable. The substi-
tute applies only to new issues and thus does not permit the taxation
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of any existing obligations. The amendment requires that the new is-
sues be taxable if all or part of the interest or all or part of the prin-
cipal (or all or part of both) is guaranteed. Any guarantee mustll))e in
effect at the time the obligation is issued. However, if the guarantee is
later withdrawn from any obligation, the interest on that obligation
remains taxable,

The substitute differs from the title referred to the committee in
that the substitute provides for taxation or interest only from such
guaranteed securities issued after the date of enactrent of the bill. The
substitute further provides that the taxable status of the bonds is to
apply only if no amendments are made after enactment to Title I (the
title providing the guarantees). As a result, if any amendments to Title
I are made, amendments to Title IT would be required before addition-
al taxable obligations are issued (a requirement for the bonds to be
eligible for the guarantees). In this way, the tax-writing committees
of Congress will have an opportunity to review any future amend-
ments to the legislation affecting the tax treatment of any new
obligations. :

II1. Errrcr ox THE REVENUES OF THE BILL ANDp VOTE OF THE
Commrrree 18 Rerorting THE BIow

In compliance with clause 7 of rule XTII of the Rules of the House
of Representatives, the following statement is made relative to the
effect on the revenues of this bill. v

It is estimated that over the period 1976-1981, total additional in-
come taxes of $326.5 million will be collected as a result of this bill.
Also, it is estimated over the same period that total guarantee fees of
$162.5 million will be collected. Thus, total additional revenues are
estimated at $489 million in the period from 1976 to 1981. These esti-
mates are predicated on levels of average outstanding obligations dis-
played in Table 1. Also, it is assumed that no default will occur on
the obligations guaranteed. If the entire guarantee authority is uti-
lized and if the entire issue defaulted, the cost of the guarantee could
be as much as $7 billion, On the basis of experience in comparable loan
guarantee programs, it is estimated that annual administrative ex-
penses will be less than $1 million.

TABLE 11
{in millions of dollars]

Approximate
average

outstanding
guaranteed Income Guarantee
Fiscal yaar . obligations taxes fees
1,400 210 10.5
3,350 50.0 25.0
4,100 61.5 31D
4, 400 66.0 33.0
4,325 65.0 32,0
4,175 63.0 31.0
NA 326.5 162.5

t Assumes 7.5 percent yield,

»
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In compliance with clause 2(1) (2) (B) of Rule XTI of the Rules of
the House of Representatives, the following statement is made relative
to the record vote by the committee on the motion to report the bill.
The bi%ll was ordered reported by a roll call vote of 20 in favor and 13
opposed.

IV. Oraer Marrers ReqQuirep To Be Discussep Uxner House RoLes

In compliance with clauses 2(1) (3) and 2(1) (4) of Rule XI of the
Ru}ies of the House of Representatives, the following statements are
made. :

With respect to subdivision (A) of clauses 3 relating to oversight
findings, your committee advises that in its review of the tax treatment
of obligations of States and their municipalities, it concluded that the
changes in taxation in Title IT of the bill should be made with respect
to the taxable status of such obligations which are guaranteed by the
Federal Government in order to provide consistent treatment of such
obligations with Federal obligations generally. This is also desirable
in order to distinguish them from other State and municipal obliga-
tions which are not guaranteed.

" In compliance with subdivision (B) of clause 8 of Rule XI of the
Rules of the House of Representatives, the committee states that the
changes made to this bill involve no new budget authority.

With respect to subdivisions (C) and (D) of clause 3 of Rule XI of
the Rules of the House of Representatives, your committee advises
that no estimate of comparison has been submitted to your committee
by the Director of the Congressional Budget Office relative to the
changes made by your committee, nor have any oversight findings or
recommendations ben submitted to your commaittee by the Committee
on Government Operations.

In compliance with clause 2(1) (4) of Rule XI of the Rules of the
House of Representatives, your committee states that the inflation im-
pact of the changes made to this bill should be negligible.

V. Cuavges v ExisTing Law Mape sy tae Bioy, as REPORTED

In compliance with clause 3 of Rule XIII of the Rules of the House
of Representatives, changes in existing law made by the bill, as re-
ported, are shown as follows (existing law proposed to be omitted is
enclosed in black brackets, new matter is printed in italic, existing
law in which no change is proposed is shown in roman) :

SECTION 103 OF THE INTERNAL REVENUE CODE OF 1954

Sec. 103. Interest on Certain Governmental Obligations

(a) GeNEraL RuLB—Gross income does not include interest on—
(1) the obligations of a State, a Territory, or a possession of
the United States, or any political subdivision of any of the fore-
going, or the District of Columbia;
(2) the obligations of the United States; or
(3) the obligations of a corporation organized under Act of
Congress, if such corporation is an instrumentality of the United
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States and if under the respective Acts authorizing the issue of the
obligations the interest is wholly exempt from the taxes imposed
by this subtitle. ;

(b) Exceprion.—Subsection (a)(2) shall not apply to interest on
obligations of the United States 1ssued after September 1, 1917 (other
than postal savings certificates of deposit, to the extent they represent
deposits made before March 1, 1941), unless the respective Acts
authorizing the issuance thereof such interest is wholly exempt from
the taxes imposed by this subtitle,

(c) InpusTrRIAL DEVELOPMENT BONDS.—

(1) Sussecrion (a)(1) Nor To appLY.—Except as otherwise
provided in this subsection, any industrial development bond shall
be treated as an obligation not described in subsection (a) (1).

(2) INDUSTRIAL DEVELOPMENT BOND.—For purposes of this sub-
section, the term “industrial development bond” means any
obligation—

(A) which is issued as part of an issue all or a major por-
tion of the proceeds of which are to be used directly or in-
directly in any trade or
business carried on by any person who is not an exempt per-
son (within the meaning of paragraph (8)), and

(B) the payment of the principal or interest on which
(under the terms of such obligation or any underlying ar-
rangement) is, in whole or in major part—

(i) secured by any interest in property used or to be
used in a trade or business or in payments in respect of
such property, or

(ii) to be derived from payments in respect of prop-
erty, or borrowed money, used or to be used in a trade or
business. ’

(3) Exemer Person.—For purposes of paragraph (2) (A), the
term “exempt person” means—

(A) a governmental unit, or

(B) an organization described in section 501(c) (3) and
exempt from tax under section 501(a) (but only with respect
to a trade or business carried on by such organization which
is not an unrelated trade or business, determined by applying
section 513 (a) to such organization).

(4) CerraIiN ExEMPT AOTIVITIES.—Paragraph (1) shall not
apply to any obligation which is issued as part of an issue sub-
stantially all of the proceeds of which are to be used to provide—

(A) residential real property for family units,

(B) sports facilities,

(C) convention or trade show facilities, ) .

(D) airports, docks, wharves, mass commuting facilities,
parking facilities, or storage or training facilities directly
related to any of the foregoing, S

(E) sewage or solid waste disposal facilities or facilities
for the local furnishing of electric energy or gas,

(F) air or water pollution control facilities,or

(G) facilities for the furnishing of water, if available on
reasonable demand to members of the general public.
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(5) Inpusrian parks.—Paragraph (1) shall not apply to any
obligation issued as part of an issue substantially all of the pro-
ceeds of which are to be used for the acquisition or development of
land as the site for an industrial park. For purposes of the preced-
ing sentence, the term “development of land” includes the provi-
sion of water, sewage, drainage, or similar facilities, or of trans-
portation, power, or communication facilities, which are inci-
dental to use of the site as an industrial park, but, except with
respect to such facilities, does not include the provision of struc-
tures or buildings.

(6) EXEMPTION FOR CERTAIN SMALL ISSUES.—

(A) I~ eeneraL.—Paragraph (1) shall not apply to any
obligation issued as part of an issue the aggregate authorized
face amount of which is $1,000,000 or less and substantially all
of the proceeds of which are to be used (i) for the acquisition,
construction, reconstruction, or improvement of land or prop-
erty of a character subject to the allowance for depreciation,
or (ii) to redeem part or all of a prior issue which was issued
for purposes described in clause (i) or this clause.

(B) CERTAIN PRIOR ISSUES TAKEN INTO ACCOUNT.—If—

(i) the proceeds of two or more issues of obligations
(whether or not the issuer of each such issue is the same)
are or will be used primarily with respect to facilities
located in the same incorporated municipality or located
in iche )same county (but not in any incorporated munici-
pality),

(ii) the principal user of such facilities is or will be
the same person or two or more related persons, and

(iii) but for this subparagraph, subparagraph (A)
would apply to each such issue,

then, for purposes of subparagraph (A), in determining the
aggregate face amount of any later issue there shall be taken
into account the face amount of obligations issued under all
prior such issues and outstanding at the time of such later
1ssue (not including outstanding any obligation which is
to be redeemed through the proceeds of the later issue).

(C) Revatep persons.—For purposes of this paragraph
and paragraph (7), a person is a related person to another -
person if—

(1) the relationship between such persons would result
in a disallowance of losses under section 267 or 707(b),
or

(i1) such persons are members of the same controlled
group of corporations (as defined in section 1563(a),
except that “more than 50 percent” shall be substituted
for “at least 80 percent” each place it appears therein).

(D) $5,000,000 LIMIT IN CERTAIN CASES.—At the election of
the issuer, made at such time and in such manner as the Secre-
tary or his delegate shall by regulations prescribe, with re-
spect to any issue this paragraph shall be applied—

(i) substituting “$5,000,000” for “$1,000,000” in sub-
paragraph (A), and
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(ii) in determining the aggregate face amount of such
issue, by taking into account not only the amount de-
scribed "in subparagraph (B), but also the aggregate
amount of capital expenditures with respect to facilities
described in subparagraph (E) paid or incurred durm%
the 6-year period beginning 3 years before the date o
such issue and ending 3 years after such date (and fi-
nanced otherwise than out of the proceeds of outstand-
ing issues to which subparagraph (A) applied), as if the
aggregate amount of such capital expenditures consti-
tuted the face amount of a prior outstanding issue de-
scribed in subparagraph (B).

(E) FACILITIES TAKEN INTO AC'COUNT.—;FOI‘ purposes of
subparagraph (D) (ii), the facilities described in this sub-
paragraph are facilities— ) L

(1) located in the same incorporated municipality or
located in the same county (but not in any incorporated
municipality), and o )

(ii) the principal user of which is or will be the same
person or two or more related persons.

For purposes of clause (i), the determination of whether or
not facilities are located in the same governmental unit shall
be made as of the date of issue of the issue in question.

(F) CERTAIN CAPITAL EXPENDITURES NOT TAKEN INTO AC
counT.—For purposes of subparagraph (D) (ii), any capital
expenditure—

(i) to replace property destroyed or damaged by fire,
storm, or other casualty, to the extent of the fair market
value of the property replaced, . )

(ii) required by a change made after the date of issue
of the issue in question in a Federal or State law or local
ordinance of general application or required by a change
made after such date in rules and regulations of general
application issued under such a law or ordinance, or

(ii1) required by circumstances which could not be rea-
sonably foreseen on such date of issue or arising out of a
mistake of law or fact (but the aggregate amount of ex-
penditures not taken into account under this clause with
respect to any issue shall not exceed $1,000,000),

shall not be taken into account. .

(G) LIMITATION ON LOSS OF TAX EXEMPTION.—In applying
subparagraph (D) (ii) with respect to capital expenditures
made after the date of any issue, no obligation issued as
part of such issue shall be treated as an obligation not de-
scribed in subsection (a) (1) by reason of any such expendi-
ture for any period before the date on which such expendi-
ture is paid or incurred.

(H) CERTAIN REFINANCING ISSUES.— In the case of any
issue described in subparagraph (A) (ii), an election may be
made under subparagraph (D) only if all of the prior issues
being redeemed are 1ssues to which s'qbpa.ragraph (A) ap};
plies. In applying subparagraph (D) (ii) with respect to suc
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a refinancing issue, capital expenditures shall be taken into
account only for purposes of determining whether the prior
issues being redeemed qualified (and would have continued

to qualify) under subparagraph (A).

(7) Exceprion.—Paragraphs (4), (5), and (6) shall not apply
with respect to any obligation for any period during which it 1s
held by a person who is a substantial user of the facilities or a
related person.

(d) Areitrace Bonps.—

(1) SusskctiON (a) (1) Nor To APPLY.—EXxcept as provided in
this subsection, any arbritage bond shall be treated as an obliga-
tion not described in subsection (a) (1).

(2) Arerrrage BoNp.—For purposes of this subsection, the term
“arbitrage bond” means any obligation which is issued as part of
an issue all or a major portion of the proceeds of which are rea-
sonably expected to be used directly or indirectly—

) to acquire securities (within the meaning of section
165(g) (2) (A) or (B)) or obligations other than obligations
described in subsection (a)(1)) which may be reasonably
expected at the time of issuance of such issue, to produce a
yield over the term of the issue which is materially higher
taking into account any discount or premium) than the yield
on obligations of such issue, or '

(B) to replace funds which were used directly or indirectl]

%?A a)cquire securities or obligations described in subparagrap.
y (3) ExceprroN.—Paragraph (1) shall not apply to any obliga-

ion—

(A) which is issued as part of an issue substantially all of
the proceeds of which are reasonably expected to be used to

provide permanent financing for real property used or to be

used for residential purposes for the personnel of an educa-

tional institution (within the meaning of section 151(e) (4))

which grants baccalaureate or higher degrees, or to replace

funds which were so used, and

(B). the yield on which over the term of the issue is not
reasonably expected, at the time of issuance of such issue, to
be substantially lower than the yield on obligations acquired
or to be acquired in providing such financing.

This paragraph shall not apply with respect to any obligation for
any period during which it is held by a person who is a substantial
user of property financed by the proceeds of the issue of which
such obligation 1s a part, or by a member of the family (within the
meaning of section 318(a) (1%,) of any such person.

(4) SprciaL ruLEs.—For purposes of paragraph (1), an obliga-
tion shall not be treated as an arbitrage bond solely by reason of
the fact that—

(A) the proceeds of the issue of which such obligation is a
part may be invested for a temporary period in securities or
other obligations until such proceeds are needed for the pur-
pose for which such issue was issued, or
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(B) an amount of the proceeds of the issue of which such
obligation is a part may be invested in securities or other obli-
gations which are part of a reasonably required reserve or
replacement fund.

The amount referred to in subparagraph (B) shall not exceed 15
percent of the proceeds of the issue of which such obligation is &
part unless the issuer establishes that a higher amount is necessary.
(5) RecuraTions—The Secretary or his delegate shall pre-
scribe such regulations as may be necessary to carry out the pur-
poses of this subsection. )
(¢) Cerrarv Frprrarry Guaranreep Osricarions—Amwy obliga-

(1) which is issued after the date of the enactment of this sub-
section, and o L
(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 Intergovermmental Emergency Assistance Act (as in
effect on the date of the enactment of this subsection), shall be
treated as an obligation not described wn subsection (@) (1).

E(¢)3(f) Cross REFERENCES.—

For provisions relating to the taxable status of—

(1) Bonds and certificates of indebtedness authorized by the
First Liberty Bond Act, see sections 1 and 6 of that Act (40 Stat.
35,36;31 U.'S. C. 746, 755) ; o

(2) Bonds issued to restore or maintain the gold reserve, see

section 2 of the Act of March 14, 1900 (31 Stat. 46; 81 U. S. C.
408) 5 ‘ ,
(3) Bonds, notes, certificates of indebtedness, and Treasury
bills authorized by the Second Liberty Bond Act, see sections 4,
5 (b) and (d), 7,18 (b), and 22 (d) of that Act, as amended (40
Stat. 290 ; 46 Stat. 20, 775; 40 Stat. 291, 1310; 55 Stat. 8; 31 U.S.C.
752a, 754, 747, 753, 757¢) ; )

(4) Bonds, notes, and certificates of indebtedness of the United
States and bonds of the War Finance Corporation owned by cer-
tain nonresidents, see section 3 of the Fourth Liberty Bond Act,
as amended (40 Stat. 1311, §4; 31 U. S. C. 750) ;

(5) Certificates of indebtedness issued after February 4, 1910,
gee )section 2 of the Act of that date (36 Stat. 192; 81 U. S. C.

69) ;

(8) Consols of 1930, see section 11 of the Act of March 14, 1900
(81 Stat.48; 31 U. 8. C.751) ;

(7) Obligations and evidences of ownership issued by the
United States or any of its agencies or instrumentalities on or
after March 28, 1942, see section 4 of the Public Debt Act of 1941,
as amended (c. 147, 61 Stat. 180; 31 U. S. C. 742a) ;

(8) Commodity Credit Corporation obligations, see section 5 of
the Act of March 8, 1938 (52 Stat. 108; 15 U, 8. C. 713a-5) ;

(9) Debentures issued by Federal Housing Administrator, see
sections 204 (d) and 207 (i) of the National Housing Act, as
amended (52 Stat. 14, 20; 12 U.S.C. 1710, 1713) ;
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(10) Debentures issued to mortgages by United States Maritime
Commission, see section 1105 (¢) of the Merchant Marine Act,
1936, as amended (52 Stat. 972; 46 U.S.C. 1275) ;

(11) Federal Deposit Insurance Corporation obligations, see
section 15 of the Federal Deposit Insurance Act (64 Stat. 890;

121T. 8. C.1825);

(12) Federal Home Loan Bank obligations, see section 13 of the
Federal Home Loan Bank Act, as amended (49 Stat. 295, § 8;
120.8.C.1433) ;

(18) Federal savings and loan association loans, see section
5 (h) of the Home Owners’ Loan Act of 1983, as amended (48
Stat. 183512 U. S. C. 1464) ;

, (14) Federal Savings and Loan Insurance Corporation obliga-
tions, see section 402&3 of the National Housing Act (48 Stat.
1257512 U. 8. C. 1725) ;

(15) Home Owners’ Loan Corporation bonds, see section 4 (c)
of the Home Owners’ Loan Act of 1933, as amended (48 Stat. 644,
c.168;12U. S. C.1463) ;

. (16) Obligations of Central Bank for Cooperatives, produc-
tion credit corporations, production credit associations, and banks
for cooperatives, see section 63 of the Farm Credit Act of 1933
(48 Stat. 267; 12 U.S.C. 1138¢) ;

(17) Panama Canal bonds, see section 1 of the Act of Decem-
ber 21, 1904 (34 Stat. 5; 31 U. 8. C. 743), section 8 of the Act of
June 28, 1902 (32 Stat. 484; 31 U. S. C. 744) and section 39 of
the Tariff Act of 1909 (36 Stat. 117; 31 U. S.'C. 745) ;

(18) Philippine bonds, etc., issued before the independence of
the Philippines, see section 9 of the Philippine Independence Act
(48 Stat. 463; 48 U. S. C.1239) ;

(19) Postal savings bonds, see section 10 of the Act of June 25,
1910 (36 Stat. 817; 39 U. S. C.760) ;

(20) Puerto Rican bonds, see section 3 of the Act of March 2,
1917, as wmended (50 Stat. 844 ; 48 U. S. C. 745) ;

. (21) Treasury notes issued to retire national bank notes, see sec-
tion 18 of the Federal Reserve Act (38 Stat. 268; 12 U. S. C. 447 )3

(22) United States Housing Authority obligations, see sections
5 (e) and 20 (b) of the United States Housing Act of 1937 (50
Stat. 890, 898,42 U. S. C. 1405, 1420) ;

(23) Virgin Islands insular and municipal bonds, see section 1
of the Act of October 27, 1949 (63 Stat. 940; 48 U. S. C. 1403).




Novemeer 12, 1975,
VI. DISSENTING VIEWS OF HON. HAROLD FORD

I have opposed the provision of taxable guaranteed bonds for fis-
cally distressed municipalities, not because I am without concern about
the financial difficulties some are facing, but because I think it is inap-
propriate for the Federal Government to step in to provide financial
assistance. It is a new kind of Federalism which T fear the Committee
does not fully appreciate, but will learn to regret.

The provision of such guarantees has been prompted by New York
City’s fiscal problems. The question before the Committee is whether
the Congress should provide financial assistance before the City and
the State of New York have exhausted their resources to raise revenues
and examined every item in the City’s budget to achieve economies.
By providing guarantees to financially distressed municipalities, we
are in effect relieving the State governments of their constitutional re-
sponsibilities to their localities. Moreover, we are enabling the city to
forestall hard decisions about spending and taxing which their elected
officials have been placed in office to make. I see no merit in having the
Congress catch the fiscal hot potato and foot the bill. It would serve
to establish a dangerous precedent, encouraging mischievous claims on
Federal tax dollars by incompetent State and local Administrations.

Over the years, the Congress has properly addressed particular
social problems which cities face and provided targeted assistance.
This is appropriate and I support such measures. However, what this
bill does is provide aid for a new kind of social problem: fiscal irre-
sponsibility and mismanagement on the part of locally elected officials,
and I fear the cure of Federal assistance may induce other cities and
their officials to catch the disease.

Let us be clear. There are a wide variety of areas in New York where
substantial cuts can be achieved now. Currently, better than 25 percent
of the City supported hospital beds are vacant. The City heavily sub-
sidizes the City University system at a level well beyond that of any
other public university. The pay scales in New York far exceed those
in other cities in the Nation: a sanitation worker with three-years’
experience now receives a base salary of nearly $15,000 per year. After
one year of service, City employees get four-week vacations with pay
and unlimited sick leave. I find 1t hard to believe in view of these facts
that New York City has exhausted its search for economies in govern-
ment. Supporting a guarantee at this point amounts to supporting this
kind of municipal largesse. I cannot support taxing my constituents
to pay these kinds of wages and benefit levels in New York City. It is
about time the citizens and employees of the City face up to the fact
that they have chosen to provide services and wages well beyond their
means. 1 seriously doubt that my colleagues on this great committee
have intended to relieve the citizens of New York from the responsi-

(13)
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bilities they have created over the past years by voting for politicians
who promised more service without the necessary financing,

The solution to the fiscal problems of New York lies with the City
and the State. City employees must become realistic about wages, bene-
fits, and their pension rig{xts, and citizens must become realistic about
the level of services they can obtain for their tax dollar. The elected
officials in the City and the State have to become more realistic about
what they can promise within the tax resources they wish to impose.
When the elected officials, City employees, and Citizens of New York
begin to act like their counterparts across the country, revenues will
equal expenditures, and the fiscal problems of the City will disappear.

- Harowp Forp.

VII. MINORITY VIEWS

The Intergovernmental Emergency Assistance Act was favorably
reported by the House Committee on Banking, Currency and Housing
and referred to the Committee on Ways and Means for its review of
Title I1. This title would amend the Internal Revenue Code of 1954
to make taxable the interest earned on obligations subject to Federal
guarantees under other provisions of the Bill. Since only Title IT
of the Bill was referred to the Committee on Ways and Means, we
did not directly consider or deal with the provisions of the Bill con-
tained in Title L.

Interest on State and municipal obligations is now excluded from
gross income for tax purposes under Section 103(a) (1) of the Internal
Revenue Code. Title IT would alter that to make taxable the interest
on bonds which are Federally guaranteed. This would avoid the ob-
vious inequity of providing some investors both a guarantee and pre-
ferential tax treatment.

Our favorable votes on Title IT do not constitute an acceptance of
the argument that New York City should be provided Federal loan
guarantees, We believe, and our votes reflect our belief, that if Fed-
eral loan guarantees ultimately are provided, the interest on the obli-
gations involved should be taxable.

Absent the change in the Internal Revenue Code which is embodied
in Title II, this Bill might well create a class of investments so attrac-
tive as to constitute a clear threat to other States and their subdivi-
sions in the bond market. Investors would be inclined to choose
Federally guaranteed tax-exempt New York obligations over those is-
sued by fiscally responsible jurisdictions but not Federally guaranteed.
With their combined Federal guarantee and tax preference the New
York bonds would simply be too attractive, and others desiring to sell
their bonds would find it difficult to compete.

We voted for Title IT for only these reasons and reserve the right
to vote against the other portions of the Bill on the House Floor.

H. T. ScENEEBELL
Barser B. Conancr, Jr.
W. A. Steiger.
Biir Frenzer.
Jim MARTIN.
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VIIL. DISSENTING VIEWS OF THE HON. PHILIP M. CRANE

I am totally opposed to a Federal bail out of New York City. For
years that City has been operated on an unacceptable fiscal basis; to
reward such inherently unwise and unsound governmental policy and
actions with a Federal bail out would be reprehensible.

‘There simply is no earthly reason why the taxpayers of Illinois or
California or any other State should be forced to pay for the extrava-
gant nature of those officials in New York who have sought reelection
%ear after year on outrageously underfinanced budgets. They have

orrowed and borrowed %or today not planning adequately to pay
tomorrow ; but tomorrow has come.
Pamre M. Crane.
17)



IX. SUPPLEMENTAL VIEWS OF HON. BILL FRENZEL

I voted in favor of Title IT of HR 10481 which passed the Ways
and Means Committee after sequential reference from the Banking
and Currency Committee,

My affirmative vote was simply to ensure that any bonds which
may be guaranteed by the Federal Government will not also be tax
exempt. My vote on Title IT in no way represents an endorsement
of HR 10481.

The concept of sequential reference worked well in the case of HR
10481. The Ways and Means Committee was able to get the Banking
and Currencey Committee’s agreement to remove the back door spend-
ing provisions of Section 111 of Title I and to clarify the language of
Section 103. In addition, Title IT was completely rewritten to ensure
that prior obligations would not be guaranteed.

I believe it is important to protect the principle of sequential ref-
erence, and therefore I voted in favor of what the Ways and Means
Committee accomplished on this bill. Still, it is my present intention to
vote agianst HR 10481,

Bria, FrenzeL.
(19)



X. DISSENTING VIEWS OF HON. DONALD D. CLANCY
AND HON. WILLIAM M. KETCHUM

While I strenuously oppose Title T of this bill, I recognize that it is
properly under the jurisdiction of the Committee on Banking, Cur-
rency and Housing. I shall simply state that T object to the concept that
the American taxpayer should pay for the municipal extravaganza
that has been held in New York for decades.

There is nothing particularly obtuse about Title II. It simply states
that the municipal bonds guaranteed under Title I are subject to taxa-
tion by the Federal government. This is a precedent which is as poten-
tially harmful as that set out in the bail-out provision of Title I, and
is the first step towards elimination of the exemption for local gov-
ernment bonds.

The majority of people who purchase state and municipal bonds do
not do so out of an overwhelming sense of civic pride. The attractive-
ness of these issues consists of their high yield and their tax exempt
status. For some time, advocates of “tax reform” have spoken of their
desire to see the latter “shelter” removed. Title IT of this bill will give
this movement a powerful impetus.

I am convinced that should this occur the effect on local govern-
ments’ financing would be disastrous. Bond issues would go begging
for purchasers. The spector of default would loom over hundreds of
our cities, and scores of states. And the guarantee provisions of Title I
would be brought into play, with the Federal government finally bail-
ing out everyone.

I have sympathy for the people of New York. But that sympathy
does not extend to supporting legislation whose precedents I fear will
visit New York’s plight upon countless other towns. State and local
bonds have been free from taxation almost as long as they have been
in existence. Tinkering with that fine system is ruinous fiscal policy.
This bill should be defeated.

Wiuiam M. Kercaom.
Dowarp D. Craxncy.
(21)




94t ConcrEss | HOUSE OF REPRESENTATIVES { REepPORT
1st Session No. 94-665

CONSIDERATION OF H.R. 10481

NoveEMBER 14, 1975.—Referred to the House Calendar and ordered to be printed

Mr. DevanEy, from the Committee on Rules
submitted the following

REPORT
[To ‘accoﬁmany H. Res. 865]

The Committee on Rules, having had under consideration House
Resolution 865; by a nonrecord vote, report the same to the House
with the recommendation that the resolution do pass.

O

57-008



Calendar No. 429

941H CONGRESS }

NAT REPORT
1st Scssion SENATE

No. 94-443

| VOLUNTARY MUNICIPAL REORGANIZATION
ACT OF 1975

REPORT
OF THE
COMMITTEE ON BANKING, HOUSING
AND URBAN AFFAIRS
UNITED STATES SENATE

TO ACCOMPANY

S. 2615
TOGETHER WITH MINORITY AND ADDITIONAL VIEWS

NoveEMBER 4, 1975.—Ordered to be printed

U.S. GOVERNMENT PRINTING OFFICE
57-010 WASHINGTON : 1975 £




CONTENTS

Page
1. History of legislation e 1
I1. Summary of the legislation__ e 1
II1. Need for the legislation e 3
IV. Background of the New York City evisis o ___ . 6
A, Causes of the erisis ... e e e e e 6
B. Comparative figures on New York City- oo 8
C. Steps New York City and State have taken to avert default.. _ 10
D. Potential £01r Aefaulla o e e o s e 11
V. Economic impact of a8 New York City default— o .. 12
A Onthe ety _— ——— 12
B. On the State 14
C. On the municipal bond market.... .. _____ e e e rmm 15
. D. On the banking system._ —— s 20
E. On the €CONGMY e 23
COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS VI. Policy options considered by the committee. .o oeomoooomeeo 24
VII. Section-by-section analysis of the bill__. ... N 30
WILLIAM PROXMIRE, Wisconsin, Chairman Minority views of Messrs, Tower, Brooke, Helms, Garn, and Morgan.._.._ a7
JOHN SPARKMAN, Alabama JOHN TOWER, Texas Additional views of Mr. Brooke... — - - 42
HARRISON A. WILLIAMS, J&., New Jersey EDWARD W. BROOKE, Massachusetts Additional views of Mr. Helms_ oo - 43
THOMAS J. MCINTYRE, New Hampshire BOB PACEWOQOD, Oregon '
ALAN CRANSTON, California JESSE HELMS, North Carolina TapLES
ADLAI E, STEVENSON, Illinois JAKR GARN, Utah 1. New York compared to other cities: Per capita expenditures, employ-
JOSEPH R. BIDEN, JR., Delaware ment and Other QAT e e e s e e 8
ROBERT MORGAN, North Carolina 2. New York compared to other cities: Salaries .. ____ 9
EENNETH A. McCLEAN, Staff Dircctor 3. New York City’s borrowing needs e oo 12
ANTHONY T, CLUFF, Minority Staff Director 4. Ratio of yields on long-term tax-exempt securities to ylelds on Long-
Roser® E. WEINTRAUB, Professional Steff Member _term taxable corporate securities. . -eoe oo 16
ELINOR B. BACHRACH, Professional Staff Member 5. Yield spread between high quality (Aaa) and low quality {Baa) long-
- term tax-exempt securities 17
(m 8. Cities with an A or lower bond rating— 19
7. Special survey of New York City obligations, to Oetober 31, 1975 .. 21
(XII)




I. Hrsrory or TiE LEGISLATION

The Committee on Banking, Housing and Urban Affairs held hear-
ings on October 9, 10 and 18 on 1862, S, 2372, 8. 1833, and other pro-
posals to provide loan guarantees or other financial assistance to local
governments,

The Committee met in open mark-up session on October 21 and 22 to
consider three proposals: Option One, to prevent a New York City
default by a Federal guarantee of MAC securities; Option Twe, to
enact a temporary stand-by program of Federal assistance in the event
of a default; and Option Three. to take no action on the New York
City fiscal erisis at the present time. On October 21, the Committee
agreed by a vote of 7-6 to consider Option One.

After discussions and deliberations, the Committee decided to hold
one additional day of hearings in October 23. in order to obtain further
testimony on the financial condition of New York City and on alterna-
tive means of dealing with the problems posed by the City’s fiscal crisis.

The Committee met again in open mark-up session on October 24,
28, and 30, to consider Option One, as revised by Senator Stevenson
to include a procedure for restructuring New York City’s debt obliga-
tions, and other proposals pending before the Committee.

On October 30, the Committee reported out Option One (Revised)
by a vote of 8-5. In previous actions, the Committee rejected motions
by Senator Brooke to adopt Option Two in the nature of a substitute
(by a vote of 7-6) and to strike the pre-default guarantee authority in
Option One (Revised) (by a vote of 9-4).

1. Summary or ToE LecisnarioN

The Voluntary Municipal Reorganization Act is designed to restore
the financial health of New York City with minimum Federal involve-
ment, It requires the City to balance its budget and follow harsh fiscal
disciplines; it establishes a voluntary method for reorganizing the
City’s debt; it subjects the City’s finanecial affairs to the close acecount-
ing of a Federal Board headed by the Sceretary of the Treasury; it
provides guarantee assistance for meeting the City’s borrowing needs
until it has regained investor confidence; and as an alternative if de-
fault oceurs, it provides temporary assistance to meet essential services.

The bill is intended to achieve the same fiscal reforms recommended
by the President but without the need for judicial proceedings under
the Bankruptey Act. In so doing, it would aveid the adverse conse-
quences of a default on the municipal bond market, on other cities or
States, an on the national economy. The bill also assures that Federal
involvement will be phased out at the earliest possible date, and in any
event no later than four years.

The main provisions of the legislation are as follows:

1. Authorizes $4 billion in Federal guarantees of new State securities
in order to prevent a New York City defaunlt. The securities guaran-

(1)
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teed would be limited to a one-year maturity, The guarantee authority
would be phased out over a four-year period so that the maximum
amount outstanding would be $4 billion through June 30, 1977; $3.5
billion through June 30, 1978; $2.5 billion through June 30, 1979; $1.5
billion through June 30, 1980 ; and zero thereafter.

2. Establishes a three-man board to administer the guarantee pro-
gram consisting of the Secretary of the Treasury as chairman, the
Chairman of the Federal Reserve Board and the Secretary of Labor.
In addition to the specific requirements of the bill, the board is author-
ized to impose such additional terms and conditions as it deems appro-
priate as a precondition for guarantee assistance.

_3. Requires a voluntary restructuring of the City’s debt as a precon-
dition for guarantee assistance, '

At least 65 percent of the present MAC obligations must be
exchanged for non-guaranteed bonds with longer maturities and
lower interest rates ($2.2 billion). ‘

At least 40 percent of the City’s obligations maturing before
June 30 must be exchanged for similar long-term, low interest
rate bonds ($1.2 billion).

4. Requires the City and the State to meet stringent conditions be-
fore obtaining a guarantee.
~ The board must determine that neither the City nor the State
is able to obtain credit from other sources and that a default is
imminent.

The City must submit a financial plan for achieving a balanced
budget by July 1, 1977. The plan must provide for reductions in
the cost of employee pension plans, and maximum feasible par-
ticipation by employee pension funds in the restructuring of the
City’s debt. .

The State must assume control of the City’s fiscal affairs for
the entire period during which the Federal guarantee is out-
standing.

The guarantee must be secured by future Federal revenue
sharing payments to the City and State, to assure repayment of
any losses sustained by the U.S. government.

The City must open its books to the Federal government
%nd follow proper accounting practices, as prescribed by the

oard. ‘

The State must cover one-half of the City’s operating deficit
out of general tax revenues, over and above any assistance given
previously.

The State must pay a guarantee fee of up to 314 percent of the
total amount of obligations guaranteed. However, the fee will
drop to 1 pereent if the obligations are made taxable rather than
tax-exempt.

5. Establishes a stand-by guarantee program to meet the City’s
short-term credit needs for continuing essential services, in the event
the stringent preconditions are not met and the City defaults. Assist-
ance under this stand-by program is limited to $500 million on three-
month City notes and the authority expires on March 31, 1976,

R A T e T
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II1. NEep For THE LEGISLATION

The Committee believes that in the absence of Federal assistance, a
default by New York City on its outstanding obligations is almost cer-
tain. A New York City default is likely to trigger defaults by New
York State agencies, and possibly by the State itself.

A New York City default is probable because the credit markets are
now closed tight against the City and it cannot borrow to meet its cash
flow and debt service needs. Between December 1, 1975, and June 30,
1976, the City must roll over $2.6 billion in short-term debt and fund
an operating budget deficit of $500 million and a $1 billion capital
program. If it cannot borrow to cover this $4.1 billion, New York City
will have no choice but to default on its obligations as they come due.
And on December 11 it faces a debt roll-over of $400 million.

New York State has severely strained its own resources to shore up
the City, and their fates are now closely linked. The State’s credit
rating dropped, and there is every indication that the market is closing
to the State and its agencies. The Housing Finance Agency faces de-
fault in mid-November because it cannot borrow to cover $100 million
in notes. coming due. If the City defaults, there is little likelihood that
the State agencies will be able to borrow the $2 billion they will need
by the end of the fiscal year. New York State itself has no major bor-
rowing needs at this time, apart from $150 million to complete the
package to help the City through to December. In the spring, however,
1t will have to borrow $3.5 million in tax anti¢ipation notes in order
to make State aid payments to its municipalities. If it cannot market
those notes, it will not meet those payments, and the loss of State as-
sistance payments could trigger a wave of municipal defaults through-
out the State. Already cities such as Yonkers are finding it hard to
market their bonds, due to the contagion of the New York City crisis.

On the basis of its findings and deliberations over the past few weeks,
the Committee is now convinced that the basic question is not whether
to provide Federal assistance to New York City, but rather when and
how much. There is no way that New York City could survive default
and avoid a collapse of vital city funetions without assistance from the
Federal government, which means financial aid in some form. The
Committee believes that the costs of default or bankruptey would be
far higher than the costs of preventing default—for New York City
and State, for other States and municipalities across the country, for
the banking system and the economy, and above all, for the taxpayer,
who ultimately pays the bill.

The immediate consequences of default would be disastrous for New
York City. Even if it made no debt service payments, the City would
still be short about $1.2 billion for the period from December through
March, due to seasonal shortfalls in revenues as well as the overall
budget deficit. This represents about one-half of the controllable items
in the City’s budget, It would mean payrolls unmet and massive lay-
offs of city workers, school closings. no pay-outs for supplies te hos-
pital and prisons, vendors to the City driven into bankruptcy, aban-
doned construction sites.
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_ Default is likely to cripple the City and halt its progress toward
ﬁscalw stability. First, it will mean a sharp decline in tax revenues, If
the City fails to pay debt service, it could lose the 43 percent of its
real estate taxes earmarked for this purpose. Tax delinquencies could
skim off $400 nnlhqn at least. Income and sales tax collections will
d1:op due to loss of jobs and businesses, An expected advance of $800
million from the State probably would not be paid. Legal problems
could block Federal and State welfare and Medicaid payments, if the
City cannot meet its matching contributions. All told, the City’s cash
dehmt_ through June 20 could exceed $2 billion. ‘

Default will impair the City’s ability to re-enter the private capital
market for years to come. The market for City securities would be
drastically reduced. Thirty States have laws prohibiting fiduciaries
and financial institutions from investing in bonds of a city that has

defaulted for as long as ten years and, in some cases, 25 years after

the event. With the capital market closed, New York City will need
permanent financial aid from the Federal government.

Consequences of default for New York State would be similar—
cuts in jobs and services, fall-off of tax revenues, especially from the
City, and long-term banishment from the capital markets. If the
State agencies, which finance major construction projecis, go under,
then the landscape will be “spotted with empty monuments to de-
fault,” as Governor Carey put it. ' :

- The longer-term “ripple effect” of a New York City default on the
muniecipal bond market is hard to gauge exactly, but expert testimony
before the Committee gave compelling evidence that the impact could
be profound and long-lasting. States and municipalities across the
country, particularly those with less than top grade ratings, would
have trouble marketing their bonds, Even those municipalities which
continued to have access would face a disorganized bond market for
at least six months, and long after that they would have to pay a
premium for credit. The estimates are that State and local borrowers
would have to pay an additional interest cost of $300 million per year
for the foreseeable future due to a New York City default. The total
cost over the life of the bonds issued could exceed $1.5 billion. ‘

In relative terms, a New York City default would be equal in mag-
nitude to all of the municipal defaults which occurred during the De-
pression and would be abonut one-half the size of all local governmental
defaults during that period. A financial disaster on this scale could
cripple the financial markets and cast doubt on all “full faith and
credit obligations.” This can only lead to higher interest. which in
turn means higher State and local taxes which all of us will have to
pav.

The banking system will be jolted by a default of New York City,
_and still more so if the State defaults as well. An estimate of the
number of bank failures which could occur. according to testimony
given by the three bank regulatory agencies. includes 22 national
banks, 30 nonmember banks, and 17 State member banks. A far larger
number would find their capital seriously impaired. The banks in
danger of failing are predominantly smaller institutiohs scattered
throughout the country: only a few are in New York State. The
agencies supplied a list of the States affected but would not reveal the
names of the individual banks, for fear of touching off runs on those
banks. Although it appears that the banking system as a whole could

!

5

absorb the impact of default without major disruption, the effect could
be devastating on a number of towns and cities throughout the
country. \

The nation’s economy is just beginning to grope its way out of the
severest downturn since the great Depression. A New York City de-
fault could seriously affect the recovery now underway. According to
economic projections which the Committee -received, the minimum
toss of GNP would amount to $1 billion, If the municipal bond markets
are further impaired as a consequence of default, the GNP loss could
2o nearly $20 billion, and 300,000 to 400,000 more people would be put
out of work. This would arise primarily from the substantial cut-
backs in State and local spending that would have to occur. No claims
were made that the economy would be driven back into recession by a
New York City default, but the consensus of the economists was that
the recovery would be slowed down and that default coupled with
other damaging developments could tip the balance against recovery.

President Ford has proposed amendments to the Federal Bank-
ruptcy Act as his answer to handling New York City’s financial crisis
without involving the Federal Government. The President’s plan
cannot work without Federal financial assistance, and it is liable to
lead in the long run to a far greater and longer lasting involvement
of the Federal government in the financial affairs of the City.

In his statement, the President claimed that the City could meet its
immediate financial needs post-default by issuing and selling certifi-
cates of indebtedness authorized by a bankruptcy court. Members of
the Committee agreed unanimously that no one would buy those certif-
icates in the absence of a Federal guarantee. With the City in chaos
and its revenues falling away, how could anyone be expected to bu
those certificates? Thus a Federal guarantee of New York Citys’ obli-
gations in some form, whether before or after default, is unavoidable.

For these reasons, the Committee approved legislation providing a
very strict, very limited Federal guarantee of New York City’s obliga-
tions, with a number of tough conditions attached.

The bill reported is in no way a “bail-out” of New York City. On
the contrary, it imposes the same tough fiscal reforms and debt re-
structuring that might be achieved in a bankruptcy court after years
of litigation. Rather than place the burden on the Federal govern-
ment, it requires the banks and other investors to bear a large share of
the risk by purchasing an increasing volume of unguaranteed City
bonds. Moreover, it sets up a specific timetable for phasing out Fed-
eral guarantee assistance. The commitment of assistance after default
under the President’s program, by contrast, might well be open-
ended.

The legislation is aimed at preventing default, because the (om-
mittee believes that prevention of default is the only way to get New
York City back on its financial feet within a reasonable period of time
and limit the Federal Government’s financial involvement. However,
in the event that a default does occur, the legislation also provides
temporary emergency Federal assistance to maintain essential services.

The Government will not lose money under the Committee’s bill. On
the contrary, it will make money. The guarantee would be secured
against any losses by the State and City's revenue sharing entitle-
ments (about $500 million a year) and by a first lien on the City’s
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tax revenues. Furthermore, the guarantee fee charged will earn money
for the Federal government. If it remains at 314 on tax-exempt securi-
ties, then the Government will take in over $400 million in revenues
over the life of the guarantee. If the securities are made taxable and
the guarantee fee drops to 1 percent, which is preferable from the
standpoint of the bond market, then the government will still gain over
$100 million plus an equivalent amount of additional tax revenues.

The Committee firmly believes that providing a Federal guarantee
to avert default is the best approach to the New York City problem.
The terms of the bill, if enacted and carried out, should tide the City
over the immediate crisis and bring it back into the credit markets
with a minimum of disruption.

IV. Backerouxp or THE NEw Yorg Crry Fiscar Crisis

A. CAUSES OF THE CRISIS
Immediate Causes

The cause of New York City's eurrent fiscal crisis is that it is unable
to borrow money by selling securities in the private market. There has
been a profound loss of investor confidence in the credit-worthiness of
the City and in its prospects for curing the many problems which beset
it—a mounting budget deficit, a tradition of bad management, escalat-
ing labor and pension costs, a growing poverty population and a de-
clining revenue base. '

New York City, like most State and local governments, has to
borrow to finance capital improvements and to handle cash flow prob-
lems arising from seasonal imbalances in revenue receipts. The city
has become unique, however, in the volume of its debt outstanding, and
particularly in the amount of short-term debt which it must roll over
year by year. -
~ Most cities issue some short-term notes, to tide them over until
anticipated revenues come in or to fund capital construction when
long-term interest rates are too high. New York City, however, now
relies far more heavily on short-term borrowing than O’ther eities, The
city has consistently run a deficit in its operating budget in recent
years, and it has borrowed short-term to fund that deficit. As g result
1t must roll-over $2.6 billion short term debt between December 1 197 5’
and June 30, 1976. In addition, during this same period, the citv,fac'es
a deficit of avbg)ut $500 million on current account and $1 billion 'to
ﬁ’nance the capital program, If New York Citv cannot borrow to cover
these needs, it will have to default on its obligations as they come due
Given that the credit markets are 1o longerbopen to the City on any
terms, and that alternative sources of fundine are drying u y def li
15 likely in the absence of any Federal assistance, & b, Cetan
Roots. of the Crisis

There is no doubt that many of New York City’

: A 11 d ity’s : *
;mgelv of its own making—the result of bad nlanarimgxftoglne;ln ?is?*ﬁ
e;rtirdemam, carried on over the years by numerous public officials

Under State law, the Cxty has to balance itg budget, and the Sta‘ré
has to certify that the City has done so. In fact. the Ciév Was running
" an ever-increasing defieit, and State and City officials came up
with various fiseal gimmicks to get around the balanced budget 1"eIf
quirement. Deficits were funded by short-term borrowing in an?icipa-

-
é

tion of revenues that would never materialize. Operating expenses
were piled into the capital budget and funded through long-term bor-
rowing. All this just postponed the day of reckoninig. o

Banks and other investors, who normally play the watchdog role in
such situations, failed to do so. They should have known for some time
that the City’s financial affairs were not in good order. But they kept
on promoting and buying New York City paper as the interest rates
went higher and higher, until finally the city’s debt became unman-
ageable and investors closed the door to further borrowing.

Another factor which has received widespread attention is the large
growth in the number of New York City employees, and in the pay
which they receive. The City now has 528.2 employees for every 10,000
residents, far more than any other city in the country except Wash-
ington, D.C. Its employees are also some of the highest paid. Their
pension benefits are indisputably higher, with virtually no employee
contributions required, and no one can claim that pension liabilities
aie adequately funded in the City’s present budget.

Finally, New York City provides a wider range of services to its
residents than do most cities. There is the ecity-wide university system
with free tuition for all students, and the municipal hospital system,
the public transportation system, the low and middle inecome housing
programs. All these cost money and push up the budget deficit.

On the other hand, many of New York City’s problems have been
thrust upon it and are characteristic of all our older central cities. New
York’s difficulties stand out more because they are on so much larger
a scale, ‘ :

While the City’s population has remained stable in numbers, it has
grown poorer. The last 25 years have seen the flight of the affluent
middle class to the suburbs and a large in-migration from the South
and Puerto Rico. According to a study by the Joint Economic Com-
mittee, the size of New York’s poverty population has changed drasti-
cally since 1960—1from one of the lowest in the country to the second
highest. Out of 7.6 million residents, about one million are on welfare.
Not only does New York City have the largest welfare population in
the country, in absolute terms, but it also bears the largest welfare
cost burden per client of any city. The City picks up 23 percent of
the welfare bill. while for most cities, the State pays all or all but a
tinv fraction of the non-Federal share. ' .

While New York City’s revenue needs have grown. its tax hase has
failed to grow in proportion. It has experienced a substantial loss of
private sector jobs, with industries moving away to other parts of the
country. The JEC study points out that from 1970 to 1973, a period
in which total employment grew 7.4 percent nationally, New York
City experienced a decline in total private sector employment of 6.2
percent.

Another problem is the slow growth in the City’s residential pron-
erty tax rolls. While some of this lag is attributable to demographic
trends, there is no doubt that rent control has ent into proverty tax
revenues, leading to deterioration in the housing stock and in some
cases to abandonment and tax delinquencies.

There are immediate problems which have aggravated the existing
situation-and plunged New York City into its current fiscal crisis. The
recesston has taken a heavy toll on the City. As of June 1975. New
York's unemployment rate stood at 11.4 percent, higher than most of
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the nation'’s largest cities and a full 4.6 percentage higher than the
previous year, June 1974. Lay-offs of City workers will push that fig-
ure still higher. Since the City relies quite heavily on sales and income
taxes (about 82 percent of receipts), its revenues fall with unemploy-
ment. Unemployment also adds to the welfare burden. And while the
recession has shrunk the City’s revenue base, inflation has compounded
the City’s expense problems.

B. COMMPARATIVE FIGURES ON NEW YORK CITY

There is much to criticize with respect to New York City’s spending
on public services, pensions and other employee benefits, and debt
management. But it would be a mistake to infer from this that those
salaries and service costs are out of line with other local jurisdictions.

A Background Paper on “New York City’s Fiscal Problem,” issued
by the Congressional Budget Office on October 10, 1975, brings this
matter into perspective. It points out that New York’s spending ap-
pears high because the city provides many services that in other
metropolitan areas are supplied by county government, school dis-
tricts, or other specialized units of local government. All of these come
directly out of the city budget, rather than being spread around the
budgets of a number of local governmental units.

Table 1, which is reproduced from the Congressional Budget Office
study, compares New York with other larger central cities in terms
of spending for common municipal functions—education, highways,
police and fire protection, sanitation, parks, and general administra-
tion. New York spends $435 per capita for these services and ranks
fifth in the country, behind San Francisco ($488), Baltimore ($470),

.

Newark ($449) and Boston ($441).

TABLE 1.—NEW YORK CITY COMPARED TO OTHER LARGE CENTRAL CITIES,
EXPENDITURES, EMPLOYMENT, AND OTHER DATA

) @ ©) (&)

. . Local government employment
Per capita expenditures 1972-73  per 10,000 population 1974

All local governments 1
i serving central county
Index of  Fraction ——————

All focal governments !
serving central county

central  of popu- Common Common

city lation  Central muni-  Central muni-

dis- . receiving city cipal city cipal

. advan-  welfare  govern- func-  govern- func-

City tage paymentst ment Total tions 2 ment Total tions 2

(a) (b) © (a) (b) ©

New York City._......______ 211 12.4  §1,224  $1,286 $435 517.1 528.2 242.9
oston___.___._______._____ 198 16.9 858 756 441 378.0 465.0 219.2
Chicago.._.._.____________ 245 1.1 267 600 383 140.0 352.5 208.4
Newark.___._______________ 422 14.4 692 827 449 391.1 421.5 258.2
Los Angeles. _______________ 105 8.C 242 759 408 162.2 401.1 206.2
Philadelphia__._____________ 205 16.2 Al5 653 395 163.8 414.5 55.2
San Francisco_______________ 105 9.1 751 1,073 488 3i2.5 488.3 224.6
New Orfeans_______________ 168 ©  11.4 241 431 260 177.3 357.7 217.%
St.Louis________.__.__._._. 231 15.8 310 610 360 241.9 424.6 214,2
Denver. ____ . __________. 143 1.2 473 721 375 237.0 410.5 219.3
Bailtimore__________.____.__ 256 16.3 806 814 470 434.1 434.1 260.1
1.1 357 650 396 194.8 354.3 202. 4

Detroit ... 210

1 Central county. o ) :
2 Common municipal functions include elementary and secondary education, highways, pelice, fire, sanitation, parks,
general control, and financial administration.

-

dwntc

g

New York has become notorious in recent months for its numerous
public employees, but the table shows that New York employment
per 10,000 residents for the common municipal functions is 242.9,
which is less than Newark (258.2), Philadelphia (255.2), San Fran-
cisco (244.6) and Baltimore (260.1).

What about salaries? Table 2, also from the Congressional Budget
Office study, compares the average salaries of public employees for
our twelve largest cities. The table confirms that New York’s sanita-
tion workers, referred to often in hearings and.in the press, are indeed
the highest paid in the country. It also shows that other cities pay
their employees more than New York does in some categories. Los
Angeles and San Francisco both pay their firemen more on an aver-
age, and Detroit pays its policemen more. New York’s teachers rank
fourth on the comparative pay scale. They earn an average of $17,440
a year, as compared with Detroit’s teachers at 22,603, Chicago’s at
$20,891 and St. Louis’ at $17,545.

TABLE 2.—NEW YORK CITY COMPARED TO OTHER LARGE CENTRAL CITIES: SALARIES

(%) 6) ) O]

Cost of

BLS’sinter-

mediate

. family Debt outstanding per
Public employee average salaries 1974 lzydé;et capita 1972-731

index —-———mm—m—
City Teacher Potice Fire  Sanitation 1974) Tetal  Short-term
(a) (b) © (D) @) (b)
New York City.. ... . $17, 440 $14, 666 $16,964 $15,924 $116 $1,676 $352
Boston_ __. 16, 726 14, 352 13, 844 1C, 666 117 1,385 334
Chicago__ 20, 891 14, 146 15,625 11, 956 103 733 169
Newark.__ 16, 464 13,282 13, 282 8,473 116 616 - 112
Los Angele: 15, 670 15, 833 21,180 13, 168 98 650 14
Philadelphia._. 15, 354 14, 354 13, 869 13,337 103 1,015 101
San Francisco. 15,743 15, 529 17, 765 13,023 106 1,225 151
New Orleans .. - 10, 458 10, 746 10, 645 4,170 NA 770 39
St. Louis_ . 17, 545 11,748 13,185 9, 593 97 731 49
Denver 13, 505 12, 907 14,198 10, 258 95 786 52
Baltimo 12,727 10, 098 10, 980 8,126 100 669 45
Detroit. - 22,603 15, 636 16, 107 13,814 100 658 63

1 Central county.
Sources:
1

_____________________ Richard Nathan ‘‘The Record of the New Federalism: What It Means for the Nation’s
Cities.”” Brookings Institution, 1974. . .
2 ieeaiaas Department of Health, Education, and Welfare, recipients of public assistance money
pa;ments and amounts of such payments by program, State, and county. February
1975 DHEW Pub. No. (SRS) 76-03105 NCSS report A-8 (February 1975). Includes
AFDC and general assistance recipients.

k7 TN U.S. Bureau of the Census, ‘‘City Government Finances in 1972-73,” GF-73, No. 4.

3b,¢, 7 U.S. Bureau of the Census, ‘‘Local Government Finances in Selected Metropolitan Areas
and Large Counties 1972-73," GF-73, No. 6. .

4andS. ... U.S. Bureau of the Census, ‘‘Local Goverament Employment in Selected Metropolitan
Areas and Large Counties 1974," GF-74, No. 3. !

[ P, Bureau of Labor Statistics, ‘‘Autumn 1974 Urban Family Budgets and Comparative
Indexes for Selected Urban Areas.’’ (Apr. 9, 1975.)

All this is not to say that there are no problems with New York’s
public employment. The Committee is concerned about the number of
employees, the size of salaries, and particularly the amount of fringe
benefits New York offers, such as non-contributory pensions. There
have been cutbacks already, and there will have to be more cutbacks as
New York goes down the hard road to fiscal accountability. But the
image of profligate New York outspending everybody on everything
is not entirely accurate. RN
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The welfare problem deserves a separate mention. While in most
cities the State picks up the entire non-Federal share, including per-
sonnel and payroll, New York City foots a quarter of the nation’s
highest welfare bill, and all the city’s welfare workers and their sal-
aries appear in the City’s budget. Compare this with cities like Boston
and Philadelphia, where the State pays for all welfare costs, and New
York City’s budget takes on a different perspective.

A final set of figures casts light on another aspect of New York
City’s problem. That is the relatively small amount of Federal money
which the City receives, as compared with its population and its great
needs. A number of witnesses at the Committee’s hearings pointed out
that General Revenue sharing and other Federal grant programs are
based on formulas which discriminate against the largest cities with
the greatest problems. New York City, the biggest of them all, has also
been one of the hardest hit, as an analysis of figures indicating Fed-
eral share of total city revenues will show. In fiscal year 1974, the latest
figures available, the Federal government contributed 4.8 percent of

New York City’s total revenues from all sources. This is by far the -

lowest of any of the 28 largest cities. The averagé Federal contribu-
tion to those cities’ total revenues was about 15 percent, and many were
higher: Portland, Oregon at 19.9 percent, Chicago at 17.7 percent,
Phoenix at 19.5 percent, and Pittsburgh at 30.6 percent.

C. STEPS NEW YOREK CITY AND STATE HAVE TAKEN TO AVERT DEFAULT

Once you've gotten a bad reputation, it’s hard to live it down. Thanks
to being in the spotlight for its financial distress, New York City has
‘come to symbolize fiscal frivolity and bureaucratic extravagance.
* But, in fact, the City and State in tandem have undertaken a mam-
moth effort in the last six months to restore fiscal discipline and bring
the city back into the credit markets. All the necessary first steps have
been taken to arrive at a balanced budget and sound accounting prae-
tices. Unfortunately, time is needed before real results can be shown,
and time is what New York City does not have at this point. The prog-
ress of reform has not and cannot keep pace with the decline of market
confidence, so the toeholds the City and State have carved on the path
to stability are being erased by the encroaching wave of default.

. 'What steps have been taken to date? )

‘In the Spring, when the market for short-term City debt first closed
down, New York State advanced to the City about $800 million in
payments. the City was due {o receive from the State at the beginning
of the next fiscal year. This tided the City over the immediate financial
crisis.
~ Subsequently, the State created the Municipal Assistance Corpora-
tion (MAC), designed to give the city some access to the credit mar-
kets and to refinance some of the city’s short-term debt on a Jong-term
basis. Part of the City’s revenue stream was diverted to MAC, to
secure the obligations issued. In a further effort to restore investor
confidence, MAC was mandated to work with the city to institute
budgetary and managerial reforms, with a view to restoring fiscal
integrity.. ‘ C

- In the meantime, city employees agreed to a one-year wage freeze
during the fiscal year beginming on July 1. C :

-
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By the end of the summer, it became apparent that the MAC effort
would not suffice to get the City back into the credit markets.

The State Legisitaure then met in Special Session in September and
took extraordinary steps to save the City from default and force it
to make progress toward a balanced budget.

The Legislature took the following actions: )

It approved a commitment of State and pension funds to meet
the City’s financing requirements until December 1, 1975.

It appropriated $750 million of State funds to help the City.

1t adopted a measure mandating the City to arrive at a bal-
anced budget in the fiscal year ending June 30, 1978, and to show
substantial progress toward balancing its budget in fiscal year
1976 and fiscal year 1977,

To direct this major effort to steer the City away from the
shoals of default, the Emergency Financial Control DBoard
(EFCB) was established, with full power to direct the City’s
three-year Financial Plan. Members of the Board include the
Governor and the State Comptroller, the Mayor and City Comp-
troller, and three management leaders from the private sector.

The effect of this action has been to put the entire admiinstrative
machinery of New York City into trusteeship of a Board with ex-
tensive powers to determine all revenue estimates, receive all City
revenues into its own account and disburse them only in accordance
with the financial plan, review and pass on all major contracts, ap-
prove all City borrowing, and extend a freeze on wages through
fiseal year 1977,

In keeping with its new powers, the Board has already rejected
a major labor contract negotiated with the city’s teachers. It has also
reviewed and approved a three year plan for reaching a balanced
budget by fiscal year 1978 and cut $390 million out of the city’s capital
budget for the three year period.

Since the first of the year the City has reduced employment by
31,000, a cut of over 10%. It has reformed its accounting practices,
raised subway fares by 43%, increased taxes by $330 million, and
installed a new Deputy Mayor for Fiscal Affairs drawn from private
industry.

D. POTENTIAL FOR DEFAULT

In the absence of Federal assistance, a default by New York City on
its outstanding obligations is likely to occur, possibly by December 11.
The markets are shut tight against the City, and the City cannot sur-
vive if it is unable to borrow.

The countdown for those borrowing needs proceeds inexorably. On
October 17, the City hovered on the brink of default as it scrambled to
roll-over $420 million in short-term notes coming due. Only a last-
minute infusion of teachers’ pension funds kept the City going. On
December 11, the City has to find another $4388 million, to roll over
debt and make interest payments,

Numerous witnesses before the Committee testified that the De-
cember 11 borrowing needs are not likely to be met out of the current
resources of the City and State. Felix Rohatyn, Chairman of the Mu-
ricipal Assistance Corporation, now charged with the responsibility of
covering the City’s borrowing requirements, gave this measured assess-
ment of the City’s standing on that date.
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If we do reach December 1, we will have raised close to $4
billion, involved the state to the extent of $750 million, and
scraped every known resource available to MAC, the City
and the State. By December 1st there may be some avenues
still open to us in a limited way, but absent an assured finane-
ing mechanism that would enable us to fund out our three-
year plan, the odds against our winning are exceedingly long.

Recently it was revealed that there are negotiations going on to use
1he assets 1n the city’s pension funds as collateral for $4 billion in loans,
which would be used to buy MAC bonds and thus tide the City over its
short-term debt crises for the next few months. Even if this plan can
be worked out, which is questionable in light of the fiduciary responsi-
Lilities of the pension funds’ trustees, the City will only have found a
chort-term remedy to its long-term problems. .

New York City’s borrowing needs through the end of this fiscal year,
June 30, 1976, come to a total of $4.1 billion. This volume of borrowing
is necessary to cover a debt roll-over of $2.6 billion, a capital program
of $1.0 billion. and an operating deficit of $516 million. If the City can
serape through to the end of fiseal year 1976, and is unable to replace
its maturing short-term debt with long-term securities, then it faces
total fiscal year 1977 borrowing needs of $5.9 billion—and this is as-
suming that all the major budget cuts contained in the Financial Plan
are in fact carried out. In fiscal vear 1978, the City will have to borrow
$6.8 billion. Table 3 summarizes the relevant data, On top of all this
there are the intra-year borrowing requirements of between $1 billion
and $2 billion that the City faces continually, when it has to borrow
to cover its immediate cash needs because of seasonal shortfalls in tax
revennes.

TABLE 3.—NEW YORK CITY'S BORROWING NEEDS
in biilions of dollars]

Fiscal year—

18761 1977 1978

Debt rollover. .. ... $2.6 $4.3 $5.9
Operating deficit. . ..o e e . .5 .5 1]

Capital program. ..o . e cm e e 1.0 1.1 .9

Totalooooo SOOI S I 41 5.9 6.8

! From Dec. 1, 1975, to June 30, 1976,

There is no way that New York City can meet its financing needs if
it cannot go into the market and borrow, and there is no reason to be-
leve that the maket will open up to the City if the resources avail-
able to it remain the same. Thus without Federal assistance of some
sort, default is probable sooner or later, and sooner is more likely.

V. Ecoxomic Inrracr oF A New Yorg Ciry Dersont
A. ON THE CITY
No one can say for certain what will happen if New York City de-

faults. The only thing certain is uncertainty—perhaps to the point of
chaos at least for a short time. : A

A R PR
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Immediate Problems .

Tra Millstein, of the law firm of Weil, Gotshal and Manges, retained
by the City to handle the legal problems in the event of default, cap-
tured the spirit of this uncertainty as it faced the City’s officials in
mid-October. He told the Committee,

Nobody has ever defanlted before in this dimension or
this size. This is not a big business going into default or a
small business going into default, This 1s the City of New
York going into default and there are a host of relationships
which have existed between creditors and debtors and sellers
and vendors to the city that have just existed for dozens and
dozens of years because they exist. ) )

Now when you go into default all of those relationships
become open to question for the first time. Bank accounts can
be attached. Setoffs can be claimed. Money that the City
thought that it had ready to pay checks with mlght1be
grabbed by attachment or otherwise by somebody else. Wel-
fare checks begin bouncing. ) ‘

With all the planning in the world and with all the fore-
sight in the world, since there’s no form book to_go to see
what happens when a municipality the size of New York
defaults, there isn’t anybody who can tell you what happens
the next day on the streets. Will the garbage men stay in the
trucks—I don’t know—if those checks are stopped? There
were rumors yesterday that possibly they might not. Will
the banks honor bank accounts or setoffs? I don’t know. No-
body knows exactly what’s going to happen until they are
faced with that possibility. Will litigation begin as between
various holders of securities contesting each other as to who
has priority? Nobody knows because this never happened
before.

City Comptroller Harrison J. Goldin described to the Committee
what the City’s cash situation would have been on that fateful day in
October, and may well be in December, or at some other future date:

"As T evaluated the cash flow on Friday, I discovered the
following— ] ) ) ]

Nothing for hospitals, nothing for social services, nothing
to pay vendors for the delivery of food. toiletries, essential
supplies to the city facilities, nothing for any purpose what-
ever during the course of the ensuing week.

Defanlt thus will create immense cash problems. If they aren’t solved '
immediately, unimaginable chaos and hardship will surely ensue.

Longer Run Problems

The legal aftermath of default raises additional questions about the
City’s ability to keep going. The City would go into court, and the
court is empowered to grant a 90-day stay of all litigation, while it
works out a restructuring of the City’s debt. However, there is still
a possibility that the City will be required under law to meet its debt
service payments out of current revenues before it pays for city serv-
ices. Another legal question involves welfare and Medicard payments—

8. Rept. 944433
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a large chunk of the City’s budget. If the City cannot meet its matching
contributions, then can the Federal and State contributions—50 and
25 percent respectively—be paid out? And once the 90-day stay expires,
there is bound to be an onslaught of lawsuits from vendors, investors
and others whose legal connections with the City left them damaged
by default. New York could be tied up for years in a maze of default
inspired litigation. '

he most telling consequences of default are the longer-term eco-
nomic consequences—the effects on the City’s revenue stream and on
its prospects for re-entering the eredit markets.

If the City defaults and stops payments on debt service, its tax rev-
enues and State aid will drop off sharply. A reduction of $1.3 billion
for the seven months period, December through June 30, 1976, is far
from unrealistic, and that means a loss of 20 percent of projected
revenues.

The main impact will be a steep reduction in the real estate taxes
the City could collect. Under the State constitution, all real estate
taxes over 214 percent of assessed value have to be used to pay off debt
service. If the City failed to use the tax monies for this purpose, be-
cause of default, then about 43 percent of the real estate tax levy—
some $1.4 billion a year—might not be collectable.

Default would further depress the economy of New York, and the
digruption could accelerate the loss of businesses and jobs. This means
a fall-off in personal income, corporate and sales tax revenues.

Looming above all the other factors is the spectre of default shut-
ting New York out of the credit markets for a generation. Thirty
states have laws barring banks, savings and loans, insurance com-
panies, and other institutional investors from buying the paper of a
muneipality in default for 5, 10, up to 25 years after the event. Other
States might well pass similar laws in the wake of 8 New York de-
fault. This “leper effect,” as Mr. Millstein termed it, could shut the
City out of the credit markets for years to come, even if it were to
balance its budget and pay off its creditors. And if New York cannot
get back into the market, there is no way it can function without fed-
eral assistance.

B. ON THE STATE

The State of New York is now deeply involved in the City’s finan-
cial problems, and a New York City default would undoubtedly take
a heavy toll on the State. As was stated before, a default by the Hous-
ing-Financing Agency and other “moral obligation” agencies of the
State is quite probable at this point. If the City and the agencies go
under, the State and its larger municipalities could well be pushed
overthe brink,

A default by the City would cause further budget problems for the
State, which already faces a $600 million deficit. It would at minimum
delay repayment of a $250 million loan extended by the State to the
City. In addition, the City’s budget reductions could also cut into
State revenues, to the tune of $100 to $150 million.

More important, the State’s access to the credit market could be
closed if the City defaults. The State’s full faith and credit securities
have already met with stiff investor resistance, and a City default
could close the market to the State altogether. New York State does

i ittt AR -y P T
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not have major borrowing needs until the second quarter of 1976, but
at that time, it will have to borrow $2.7 to 3.5 billion to cover State
aid payments to all localities around the State. If the State cannot
borrow this money and make the payments at that time, then many
local governments in New York could be pushed into default.

If New York State follows the City into default, similar disrup-
tion will ensue. Paychecks will bounce, State aid payments to loeali-
ties will be cut off, confusion will abound. If the State agencies de-
fault, capital construction will be cut sharply. Governor Carey painted
a grim picture when he told the Committee,

Our State wil be spotted with empty monuments to default,
partially built classrooms, dormitories, public and private
hospital mental health facilities, day care centers, nursing
homes, water pollution control facilities, and housing for low
and middle income families, to name a few of the ongoing
projects—will forever stand as only steel and concrete.

Our sick, our elderly, our children in need of education,
our working mothers and all of our citizens will forever be
denigg the vital services those facilities were designed to
provide.

Billions of dolars in capital will be wasted.

More than 53,000 workers who depend on these four agen-
f_ies for their livelihood will be sent to thee unemployment

ines. ‘

C. OR THE MUNICIPAL BOND MARKET

No one can speak with complete confidence about the impact of a
New York City default on the rest of the municipal bond market.
However, it is possible to examine recent developments in the munici-
pal bond market and to draw reasonable conclusions about the, effect
that default would have in the future.

The municipal bond market has been characterized by a great deal
of disorder over the last six months, indicative of the enormous un-
certainty associated with New York City’s financial crisis. Banks and
other major institutional investors have greatly reduced their par-
ticipation in the municipal bond market. Bond underwriters, faced
with the prospect of being unable to re-sell securities to the publie,
have reduced their willingness to participate in syndicates. Even fi-
duciaries and trustees have exercised greater care in investment
choices with the hope of avoiding investments that potentially could
be regarded as unsafe or imprudent.

These recent developments have produced a market in which all
issuers are paying higher interest rates on their bonds and notes. In
fact, recent yields on municipal bonds are the highest in the history
of the tax-exempt market.

This sharp increase in tax-exempt interest rates is documented when
interest rates on tax-exempt and taxable securities are compared. As
Table 4 shows, interest rates on all municipal bonds have risen sub-
stantially relative to interest rates on corporate bonds.

Contrary to popular belief, this rise in relative interest rates has
affected all borrowers in the municipal bond market, from the highest
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quality to the lowest quality. As Table 4 shows, the ratio of high
quality municipal bonds to high quality corporate bonds has risen al-
most as much as the ratio for low quality issuers. :

TABLE 4.—RAT10 OF YIELDS ON LONG-TERM TAX-EXEMPT SECURITIES TO YIELDS ON LONG-TERM TAXABLE
CORPORATE SECURITIES

Total 1 Aaa Baa

0. 754 0,761 0.741

706 . 688

695 . 699 . 686

L 671 , 666

689 . 687 . 687

733 L7210 720

r 700 702 709

?}%?ggg'fi . 699 .670 L8671

November__ .- . 681 . 682 668

DECMBET. oo e e e - 736 L7438 1

.................. ,721 724 702

%2%‘:3?@:_; .................................... .686 .68l 674

March. . __ L722 724 705

Aprii... 732 722 719

May__ .. 728 721 715

June__ 737 718 720
July_._.. 750 .723 7.

Avgust. .. __.. 748 L7158 745

September .. e 175 .751 767

October (15t 3 WeekS) - . oo oo e 784 . 762 .778

1 Includes bonds that are rated Aa and A,
Source: Federal Reserve Bulletin,

Since March, when New York was last able to market its own securi-
ties, interest rates on municipal bonds (which are exempt from the
Federal income tax) have moved closer to yields on taxable issues, a
development that affects the great uncertainty in the municipal bond
market. In September and October, with New York’s financial prob-
lems reaching crisis proportions, this trend toward higher relative
interest rates has been more pronounced. i

This precipitous rise in tax-exempt interest rates is costing all State
and local governments millions of dollars in added interest payments.
According to estimates inecluded in the Joint Economie Committee
study, most tax-exempt borrowers are paying an extra fifty basis
points in interest (one-half percentage point) on all of their issues.
The added cost means that State and local governments will have to
pay an additional $160 million a year until the bonds reach maturity.
Since the average maturity for all tax-exempt bonds is ten years or
longer, the total cost to all State and local governments will be $1.6
billion (or approximately $1 billion if these interest payments are dis-
counted to present value) for the $32 billion worth of bonds issued this
year. To the extent that bonds have maturities in excess of ten years,
these costs will be greater.

In addition, short-term tax-exempt rates have risen 50 basis points,
imposing an additional cost of $150 million a year according to JEC
estimates. Thus, State and local governments will incur additional
interest costs of $30C million this year and an additional $150 million
a year for at least the next nine years,

While the rise in all tax-exempt interest rates has been significant,
the problems are clearly the greatest for the lower quality issuers. As
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Table 5 shows, the spread between Aaa and Baa issues has almost
doubled over the last year. This widening spread indicates greater
investor skepticism about all but the most secure investments.

TaBLE B.—Yiecld spread between high quality (Aaa) and low gquality (Baa)
long-term tax-exempt securities

1970 ... e e e o o A 8 e e e e A e e e o e .63
19T e e e e i
1972 ... e e e e — : .?6
3978 : . B0
1974 . — e e o e e e .64
1975 (Average of first nine months)y ... ____ —- 1,12
1974 : .
B I DT et et e e e e .69
October U - - .8
November e e e e e et e . .95
December _ - e e -, 85
1975
January oo e et e e 1.06
February e i 3,07
March o e ot e et e 97
April e e et e .97
May e o et e e e e e e e o 1. 06
JUNE e e e 1.20
July - — - - L21
Auvgust . _____ e e et o e e e e o e 1.31
September _____. e e e e A e e e o e e e e 1.24
October (first three weeks) —— : e e e e 1.27

Source: Pederal Reserve Bulletin.

While greater investor prudence is a development that all members

“of the Committee support, it should be pointed out that this so-called

prudence could impose severe strains on many large, old central cities.
These cities, through no fault of their own, have been associated with
New York’s problem. In general, they are efficiently managed cities
that maintain balanced budgets and have reasonable borrowing re-
quirements. But, if recent developments continue, these cities will be
forced to pay interest rates far beyond the affordable level and far in
excess of levels consistent with the risk of default.

Clearly, the uncertainties surrounding the threat of default have
already had a profound impact on the entire municipal bond market
and particularly on.lower quality issuers. If Now York City is al-
lowed to default, it is probable that this deterioration will continue
and perhaps increase significantly.

In the short run, a default can only lead to a temporary period of
greater disorder in the municipal bond market. Testimony before the
Committee suggests that this period of disorder may last as long as six
months and will result from a continuation of already existing trends.

Banks, which up until recently were the backbone of the municipal
market, would be forced to reexamine their positions in municipals
and to further withdraw from certain portions of the market. Fiduci-
aries, trustees and underwriters would be forced to undertake similar
steps. This would leave the individual investor as the only participant
that conceivably could be expected to continue participation at existing
levels. However, as testimony presented to the Committee suggests, the
individual investor, who is often unsophisticated, is probably more
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prone to panic and thus to reducing his or her participation in the
market. ‘

This short-term skepticism and disorder could have several disas-
trous effects. First and foremost, many credit-worthy, well-managed
and financially sound cities with low credit ratings could be tempo-
rarily denied access to the credit markets. These cities may not be able
to find any purchasers for their bonds and notes. 1f this were to occur,
many of tﬁese cities which have legitimate short-term borrowing needs
(for cash flow purposes or for capital construction) would be forced
to default. In addition, all capital construction programs would have
to be discontinued, further depening the depression in the construc-
tion industry and causing further deterioration in basic infrastructure.

Second, even cities that were still able to market bonds and notes
would be forced to pay much higher interest rates. This would cause
many cities to devote a greater portion of their budgets to debt service
payments, bringing about a concurrent reduction in other services
essential to the health, safety and welfare of the residents of the city.
Moreover, these higher interest payments will only exacerbate the fiscal
problems of many cities that already are having difficulty balancing
their budgets.

Finally, the borrowing problems of many State agencies eannot be
ignored. Many of these agencies, particularly housing construction
and finanece agencies that are backed only by the moral obligation of
their respective States, could be excluded from borrowing at any
interest rate. This problem has already been manifest in Massachusetts
and New York, and could become more common if New York City
defaunlts. Even the housing agencies that could still borrow may be
confrented with interest rates that are so high that they threaten the
viability of essential housing construction programs. Such a develop-
ment could deepen the recession in the construction industry and also
undermine many Federal programs to improve the quality of housing
available to moderate income American families.

In the long run, the eonsequences of defulat are much more difficult
to predict. It is probable that a New York City default, with its high
visibility in the financial community, could cause many investors to
withdraw from the market for several years. Rightly or wrongly,
the risk associated with municipal bond investments would be per-
ceived to be greater and the value of the pledge of “full faith and
credit” would be significantly undermined. (Bankruptey law changes
that give city services first-call on revenues before bond holders could
also undermine the value of the “full faith and credit” pledge.) The
inerease in perceived risk would undoubtedly lead to higher interest
rates and greater debt services payments and ultimately to tax increases
and expenditure cutbacks sufficient to offset the increased debt service
payments, o :

The impact of higher rates would be especially severe on cities with
lower bond ratings. Most of those cities are well managed and credit-
worthy. But in the wage of a New York City default, investors would
demand higher yields on lower rated issues—those with A or Baa
ratings. A list some of those cities is included under table 6.

!
kS

19

In short, while no one can predict with perfect confidence the effect
of default on the municipal bond market, it is safe to conclude that
defanlt would be a major event which would inevitably push interest
rates higher and could cause temporary market access problers, thus
precipitating further defaults.

TasLe 6.—Cities with an A or lower bond rating

[Ratings are Standard & Poor’'s except those asterisked, which are Moody’s]

Alabama: New Jersey:

Mobile e BBB. Bayonne A.
Montgomery . oomo-- A, Camden BBB.

Alagka : East Orange - eewmeewn A
Anchorgge .o ceee BBB--. Jersey City BBB-.
Fairbanks oo BBEB. NewarK. e BBB.

Arizona: Trenton A
TRESOD oo A+ New Mexico: Las Cruces———. A,
TempPe wco e A4 New York: :

Florida : ) Abany e A
Hollywood - Al Buffalo. e A,
Miami e A4 New York City .. 1
8t. Petersburg «oeeoe—-- A, Niagara Falls .. ____ ... A,
Tampa — oo A North Carolina: )

Georgia: Macon .. __.. A, Asheville_ . A,

Illinois: : Fayetteville o . A.
Decattl’ o A, Gastonia. e oo A,
Cicery . A. Wilmington. oo A.

Indiana: Gary -~ mm——m BBB. North Dakota: Minot._____ At

Kentucky : QOhio: ’ 7
Covington e A leveland - A¥,
Lexington oo A4, Youngstown oo A,
Touisville e A. Canton U A,

- Springfield. oo - A,

Louisiana: ‘ Pennsylvania: :

Baton Rouge —— ... BBB. Philadelphig e A,
Lafayette .. A, Hrie - A,
Lake Charles - Al Harrishurg e e A,
Monroe .o cvceeeeeie. BBBA-. AMOONR e e A,
Shreveport oo Al Wilkes-Barre . A,
New Orleans coeeeeeeoo A, Chester— e BBB.

Maryland : Rhode Island:

Baltimore oo __.. A E. Providence ..o A,
Rockville e A+, Woonsocket o o e A.

Massachusetts: Boston _._.. A. South Carolina: ‘

Michigan : CGireenville. ... A,
Dearborn - A, Spartanburge e A.
Detroit Rock Hilloo oo A,
Livonia South Dakota: Aberdeen..... A,
Warren Tennessee : Knoxville. oo A,

Minnesota : Bloomington ___ A, Virginia: .

Mississippi: Virginia Beach ... A,
Biloxi e —- BBB. Hampton . ___ .o A,
Hattiesburg .. A, Chesapeake oo A,
JACKSOD e A, Washington :

Missouri: . SPOKANE. e —n A,

Jefferson City - oo A, Tacoma. oo __ N Al
St Lowls A%, Wisconsin : West Allis....._ At

Montana : Missoula oo BBB. Wyoming : Sheridan.....__. A.

* Rating suspended.
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D. ON THE BANKING BYSTEM

The Committee received testimony regarding the probable impact
of default upon the banking system from Frank Wille, Chairman of
the Federal Deposit Insurance Corporation, who testified concerning
State non-member banks; James E. Smith, Comptroller of the Cur-
rency, who testified concerning national banks; and George W.
Mitchell, Vice Chairman of the Board of Governors of the Federal
Reserve System who testified concerning State member banks. Al-
though the agencies made somewhat different assumptions in their
surveys of the three sets of banks, some general points emerge from
their testimony which illuminate the effects of default on the banking
system.

yA New York City defaunlt would seriously impair the capital posi-
tion of a number of banks throughout the country, although relatively
few would be threatened with insolvency. Banks are heavy investors
in the municipal bond market, holding almost 50 percent of the out-
standing securities, and thus they are particularly vulnerable to dis-
ruptions in that market. Since banks have to hold enough assets and
capital to cover their liabilities, if the value of an asset declines, then
they have to find some way to rebuild their capital position. Default
will result in an immediate reduction in the market value of ontstand-
ing New York City securities. Under current practices, the bank regu-
latory agencies permit banks to carry assets at book value, Le. value
at maturity even though they may be selling at a lower value on the
market. However, in the case of a default, the agencies require the
banks to write down the defaulted securities to market value over a
period of six months, because full payment at maturity is then placed
in doubt. These write-downs will reduce the capital positions of banks
that are large holders of New York City securities, to the point of in-
solvency in some cases.

Witnesses from the bank regulatory agencies did not foresee a wave
of bank failures around the country in the aftermath of a New York
City default. However, they did indicate that a substantial number
of banks would suffer serious impairment of capital, at least in the
short run, and some bank failures are likely to occur, especially if
New York State defaults as well. Their estimates of the maximum
number of bank failures possible if the City defaults add up to 35
banks while 69 banks could fall if New York State defaults along
with the City. -

The banks in danger of failing are predominantly smaller institu-
tions scattered throughout the country; only a few are in New York
State. The agencies refused to give the names of individual banks, for
fear of touching off runs on those banks. The numbers are small
enough that the entire banking system would not be shaken, but the
effect could be devastating on & number of towns and cities through-
out the country. ‘

The latest FDIC survey reveals that there are a total of 283 non-
member State banks in 40 States (including Puerto Rico) which cur-
rently hold more than 20 percent of their net worth in New York
State, New York State agency, and New York City obligations. A list
of those States and the banks in each category is shown in Table 7.
Forty-five of these banks have over 70 percent of their net worth in
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these securities. Ten States have ten or more banks in that situation:
Alabama, Arkansas, Florida, Illinois, I.ouisiana, Mississippi, Mis-
souri, New York, Tennessee and Texas.

TABLE 7.—SPECIAL SURVEY OF NEW YORK CITY OBLIGATIONS TO OCTCBER 31, 1975

Insured nopmember banks having current book value holdings
of New York City cbligations as a percent of capital and
reserves of—

20 to 50 50 to 70 Over 70
percent percent percent Total

California. ...
Colorado. ...
Connecticut

Kentieky . u oo
Louisiana_ . .
Maine._ .......

Maryland. .. ..
Massachusetis.
Michigan......
Minnesota_.._.
Mississippi.
Missouri..... o -
Montana. .. e e e e e
Nebraska. . - .

o

New Hampshire
New Jersey. ... o .
NOW MOXICO. e e e e et 2 e n ez o n

s

z

@

=

<

©

=

=

h

1

H

1

H

-
Y T

Narth Carolina.
North Dakota. . o - —
D0 . - ot e et e et o 2 M o e m e
Oklzhoma... - - -
Qregon..... . e amam
Pennsylvani - R
RIOA8 1SN Lo e et et st e A b
South Carolina..... e v——————— - -

South Dakota...... PR IO
Tennessee_

W N

- G

Faned

£
2
=
=
2 B o
;
=X
8
51
&
OGP

Puerto Rico. ... . .
VRGN BSANIS . oo oot ettt et m e m e — e e

It appears that the banking system as a whole could probably ab-
sorb the impact of a New York defanlt without major disruption. The
Chairman of the Federal Reserve Board has indicated that the Fed
will lend unlimited funds through the discount window to any mem-
ber or nonmember bank with temporary liquidity problems. The
FDIC can assist insured banks that require temporary infusions of

8. Rept. 94-443—4
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new capital. And all the agencies will allow banks to suspend the
write-down of defaulted assets for six months. These actions should
minimize the shock of default.

The fact that the banking system can absorb the shock of default
does not imply that banking practices will not be affected by a default.
The longer term implications are troubling. Banks have already been
retrenching due to the problems they have run into as a result of the
recession, Many banks, particularly clearinghouse banks in New York,
are already suffering capital impairment due to REIT loan losses, the
W.T., Grant bankruptey, and other delinquent corporate loans. A de-
fault by New York City, and perhaps the State and its agencies as
well, on top of these other loan losses, will only serve to make bank
lending practices still more conservative than they are already.

Banks are likely to make fewer new loans, as they work to rebuild
capital. They will tend to charge higher interest rates on the loans
they do make in order to increase their returns. Some borrowers will
pay the price and pass on the increased cost to the consumer; others
will be pushed out of the credit market. These practices will make it
harder for businesses to obtain credit, especially new ventures and
companies in trouble which could be salvaged. Employment would
rise more slowly. All of these developments would hamper the prog-
ress of economic recovery. : ,

Nearly all banks will suffer some temporary loss of liquidity should
New York City default. The defaulted securities will be totally
illiquid. The secondary market for all municipal bonds would close for
some length of time, and thus the banks would not be able to unload
these bonds to relieve their liquidity problems. A default by New York
State and its agencies would greatly increase the liquidity strains.
These developments will also lead to higher interest rates and reduced
lending, as the banks move to rescue and preserve their liquidity
situation,

A number of other problems for the banking system could arise as
offshoots of a New York City default. Investors in large, uninsured
certificates of deposit may well shy away from depositing their funds
in certain banks seen as vulnerable on account of default and this
could lead af, least temporarily to a large outflow of deposits, particu-
larly from New York City banks, A similar trend could develop inter-
nationally, with Eurodollar and other foreign currency deposits being
shifted from foreien branches of U.S. banks with large holdings of
New York securities to foreign branches of other U.S. banks or to
other international banks. These developments could exacerbate the
Tignidity strains on individual banks, at least in the short term.

The money supply also could be affected by default. If the Federal
Reserve has to supply larce amounts of funds through the discount
window to relieve banks’ liquidity problems, there could be a tempo-
rary bulge in the money supply which would be difficult to offset
throngh onen market operations. And if the Fed cannot contain the
impact, this development could provoke inflation and higher interest
rates, ; :

Tn summary. a default bv New York City is not likely to cause anv
major disruption of the banking system. However, it could well
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rvesult in higher interest rates, reduced bank lending activity, and
temporary liquidity strains. All of these factors could slow down
the progress toward economic recovery.

E. ON THE ECONOMY

It is impossible to predict with accuracy the impact of a New York
City default on the economy. Economists are almost equally divided
on the subject. Some foresee a substantial effect on employment and
cconomic growth. Others see little or no danger. Estimates as to how
much GNP may be reduced as a result of a New York City default
range from zero to $20 billion. No one can be sure what will actually
happen. Nonethless, there is a serious risk to the economy that must
be taken into account by the Congress in its decision on the New York
City fiscal erisis. ) ) )
A default by New York City could impact the economy in two major
ways. First, State and local spending, which comprises 14% of GNP,
could be reduced. Second, banks and other lenders could contract their
volume of lending. . S

The impact of a default on State and local spending could operate in
a variety of ways. Higher interest rates in the municipal bond market
could encourage some State and local governments to postpone capital
projects. Interest rate ceilings in many State may cause other govern-
ments to cut back on their capital spending even if they were willing to
pay higher rates. Thirty-eight States have interest rate ceilings on
municipal borrowing and most of these are set at 7 or 8 percent. With
interest rates in the municipal bond market already approaching these
levels, any further increase in market rates precipitated by a New York
City default could cause substantial cutbacks in capital borrowing. )

Also, many State governments have attempted to make up for their
revenue short fall caused by the recession by borrowing in the short
term market. If New York City defaults, the short term market could
be temporarily closed to some municipal borrowers and others would
be required to pay sharply higher rates. These developments will
cause cuts in operating budgets, reductions in State and local payrolls
and higher unemployment. .

A second major impact on the economy could arise from a con-
traction of credit by commercial banks. New York City and MAC have
outstanding obligations of over $14 billion. Many of these bonds and
notes are held by commercial banks, Under present regulations, banks
are permitted to carry municipal securities at book rather than market
value. However, if the city defaults on its obligations, these banks
would eventually be forced to write down the value of their New York
City securities to the current market value. This write down could
substantially reduce bank capital and impair the ability of banks to
carry on their normal lending activities. The Chairman of the Federal
Reserve Board has warned several times that the economie recovery
could be impeded unless the banking system was able to attract addi-
tional capital. , S

There have been several attempts to quantify the economic impact
of a New York City default. All of these must be viewed with caution
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because they depend critically on the assumptions made. Nonetheless,
these studies do give some idea of the range of possible results flowing
from a New York City default.

One study prepared for the Senate Budget Committee by Pro-
fessors F. Gerard Adams and James M. Savitt estimates that a New
York City default could increase municipal bond rates by 100 basis
points (one percentage point). The authors estimate that this increase
i municipal bond interest rates would lead to a cut-back of $3.4 billion
in State and local spending in 1976 and $6 billion in 1977. On these
assumptions, they predict a GNP loss of $4.8 billion in 1976 and $10
billion by mid-1977, and a rise in unemployment of 430,000 by that
date.

Otto Eckstein presented a similar estimate to the House Banking
Committee. Eckstein predicted an $18 billion loss in GNP by mid-1977
and an increase in unemployment of 300,000,

A third study prepared by the JEC staff estimates that there could -

be a loss of $18 billion in GNP by the 4th quarter of 1976 and an
increase in unemployment of 800,000. The JEC study also estimates
Federal tax revenues would decline by $4 billion because of the reduc-
tion in economic activity.

VI Pouicy Orrions CoxsmpEreEd BY TiHE COMMITTEE

The Committee considered three policy options available to the
Congress for dealing with the New York City fiscal erisis. The first
option was to enact Federal loan guarantee legislation for the purpose
of preventing a New York City default. The second option was to en-
act standby legislation providing for emergency credit assistance to
the City to enable it to continue essential services after a default. The
third option was to enact no credit assistance legislation at this time
while relying on amending the Federal Bankruptey Act to facilitate
the use of that Act by the City. This section of the report will discuss
these options in greater detail and indicate how the Committee arrived
at its recommendations to the Senate of the first option, a Federal
guarantee to prevent default,

OPTION THREE: THE BANKRUPTCY APPROACH

The third option described above is essentially the program recom-
mended by the President. It would rely exclusively on amending the
Federal Bankruptey Act to make it feasible for the City to file for
bankruptey in Federal Court.

There is a widespread consensus that the present provisions of the
Bankruptey Act contained under Chapter Nine make it impossible
for large cities to apply for bankruptey. These provisions require that
creditors holding 51% of the city’s debt must first agree to a restruc-
turing plan before the city can petition the court.

After that, creditors representing two-thirds of the city’s debt must
agree to any final plan. Considering the fact that most of New York
City’s cbligations are held in bearer form by more than 160,000 bond
and note holders, it would be a formidable task to even locate these
creditors, let alone obtain their timely-approval of a plan for restrue-
turing the City’s debt. The amendments to the Bankruptey Act pro-
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posed by the President would permit large cities to file a bankruptcy
petition without prior agreement of 51% of their creditors and would
require that only two-thirds of those creditors actually voting approve
the final restructuring plan.

There may be certaln advantages to bankruptcy as a solution to
New York City’s problems, The City could stretch out its short-term
debt by requiring the holders of maturing notes to accept long-term
City bonds at lower interest rates. Debt service payments towards
principle or interest or both could be postponed. Interest rates on
outstanding obligations could be reduced. The amount owing on exist-
ing bonds or notes could be written down. Onerous or burdensome wage
and pension contracts might be able to be rewritten. All of these ac-
tions would reduce the financial burden on the City until it brought its
budget into balance and restored investor confidence.

 While the bankruptcy route may enable the City to get out of pay-
ing some of its bills, at least temporarily, it would not solve all of
the City’s short-term financing problems. Even if all debt service
payments towards principal and interest were suspended (which may
be difficult to achieve), the City would still be short $1.2 billion from
December 1, 1975 through March 31, 1976 due to the seasonal im-
balance between its revenues and expenditures.

Under normal circumstances, this temporary cash deficit would
be offset by an estimated revenue surplus of more than $1 billion
in the last quarter of the City’s fiscal year. However, the fact of
bankruptey would drastically alter the City’s financial position. City
officials estimate tax revenues would decline by $500 million during
that period. Some of the City’s creditors might well seek to cover
their losses by withholding their tax payments. ;

In addition, it is questionable that payments on the MAC debt
could be postponed since the revenues to service that debt are segre-
gated zamd?3 are controlled by the State, which is also & major holder of
MAC paper. The inability to suspend payments on MAC debt would
increase the City’s cash deficit by another $600 million.

It is also likely that the City would continue interest payments

on its outstanding debt, especiaﬁ’y if it had hopes of ever re-entering
the capital market. This would raise the City’s cash needs by another
$500 million.
- Finally, it is doubtful that the State of New York would go ahead
with its plan to advance the City $800 million in aid payments in
April if the City is in default. Thus, the net cash deficit could total
$2.5 billion for the balance of fiscal year 1976 even if the City goes
into bankruptcy. At the very least the City would have to finance
a deficit of $1.2 billion over 4 months and most likely would be re-
quired to finance a deficit of $2.5 billion over seven months.

In theory, it is possible for a bankrupt firm or city to borrow.
The amendments to the Bankruptey Act proposed by the President
would enable the bankruptcy referee to authorize a city to issue debt
certificates to meet its cash needs while in bankruptey. These certifi-
cates would be secured by claim on the City’s revenues ahead of all
obligations issued before bankruptey. Presumably this prior claim
on revenues is intended to make the certificates marketable with the
investing public. However, given the size of New York City’s short-
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g ecds—between $1.2 and $2.5 billion—1t 18 e'xtremely: doubtful
‘tﬁgg t?le certificates c(?uld be sold without some kind of Federal as-
sistance. Similar certificates authorized by the trustees of the P%nn
Central in the amount of 5)5113{ $125 million were not sold until a
3 guarantee was provided. i )
! eﬁfeiileg;;a\;esting publlzc did not buy the new certificates authorized
by a bankruptcy court, the City would be in serious trouble. Its cash
deficit of $1.2 billion just for the four monthg period af{:er Decem-
ber 1 is more than 50% of the controllable items in its operating budget.
Without access to credit, the City would have to lay off policemen
and firemen, sanitation workers, and teachers. It would have to c}l}ose
many of its schools, shut down day care centers, and cut back on hos-
pital services. In short, tlshe City would be brought to a screeching
incaluable social cost. i )
ha%;:g?lrsle of these financing problems, the Committee was unani-
mous in its conclusion that a simple amendment to the Federal Bank-
ruptey Act is not by itself a viable solution to the New York City
fiscal crisis. Some form of Federal assistance will be required whether
or not New York City is able to file for bankruptcey. The real issue
is whether that assistance is to be provided before default or after

default.
OPTION TWO: AID AFTER DEFATLT

he Committee gave careful consideration to a second option of pro-
Viglling Federal cre%iit assistance to New York City after default. The
specitic proposal given the most consideration would have provided up
to $3 billion in one-year guarantees to allow the city to continue serv-
ices essential to the health, safety or welfare of its residents. This pro-
posal would supplement the amendments to the Bankruptcy Act by
making it possible for the Federal government to guarantee the debt
certificates authorized by a bankruptcy referee. Such an approach
would enable the City to obtain some of the long run advantages of
bankruptcy while providing a stand-by mechanism for financing its
short term credit needs. ) ]

The Committee rejected Option Two by a vote of 7-6. The Commit-
tee based its rejection of this option on the following considerations:

First, the Committee believes that more Federal aid over a longer

eriod of time will be required if New York City is permitted to go
mto default and bankruptey. The City’s tax revenues will decline for
the reasons already indicated. State aid will be redunced as the Stz}te
struggles to preserve its own solvency in the wake of New York City
default. Jobs and payrolls will be lost as business firms decide to locate
elsewhere,

Most importantly, the fact of bankruptey will impair the ability
of the City to re-enter the credit market for years. (It took Detroit
eight years to re-enter the capital market after it defaulted in 1933.)
There are legal restrictions in thirty states which prevent fiduciaries
and other financial institutions from investing in the bonds of a city
that has defaulted. In addition, it will take at least several years to
dispose of all of the complex litigation pursuant to a bankruptey,
during which time the City’s securities will be unmarketable.

The Committee staff has estimated that after default, New York
City is likely to need Federal loan guarantees of $2.5 billion by the

-

27

end of fiscal year 1976. Moreover, because of the loss of tax revenues
and State aid and the inability of the City to re-enter the capital
markets, the staff estimates the City will require Federal guarantees of
$5 billion by the end of fiscal year 1980, even if it makes no payments
toward principal on its debt service account and brings its operating
budget into balance in accordance with the three year financial plan.
With the City still in_bankruptcy at the end of this period and $5
billion in short-term Federally guaranteed obligations on its books,
there is little hope that it will be able to re-enter the private capital
market. A default carries with it the probability that the City will be
on the Federal doorstep for years to come.

A second reason for avoiding a New York City bankruptey is to
prevent an economic ripple effect from engulfing the municipal bond
market and the economy at large. As discussed elsewhere in this re-
port, no one can be certain about the exact dimensions of the ripple
effect or whether the market has already discounted a New York City
default. Nonetheless, the potential effect of a default by the nation’s
largest city is so serious that the Committee believes the Congress
cannot afford to take the chance of permitting a default to ocerir. The
cost of a New York City default to the Federal government and to
State and local taxpayers across the country could well be enormous.

Third, the Committee believes a New York City default coupled

-with the changes in the Federal Bankruptey Act proposed by President

Ford could encourage other cities to mismanage their fiscal affairs.
By making it far easier to file for bankruptey, the proposed revisions
to the Bankruptey Act offer other cities an easy way to avoid paying
their bills. Some city officials may be more inclined to give into un-
reasonable wage demands or to avoid tough economic decisions if they
know they can always be bailed out by a bankruptey judge. :

To be sure, some revision of municipal bankruptey procedures may
be needed anyway. But if a city the size of New York is the first to
use these new procedures, a dramatic and highly visible precedent will
be established for every other mayor and city counci] in the country.
Instead of encouraging sound fiscal management, a New York City
bankruptey can have exactly the opposite effect. Moreover, the point
will not be lost on municipal bond investors who will understandably
wonder just how secure their investments really are if a city can get
into bankruptey court at the drop of a hat. Tt may be only coincidental
that one day after the President’s announcement of hig proposal to
amend the Bankruptey Act, the city of Chicago (with an AA bond
rating) was forced to withdraw a $36 million bond issue,

Fourth, the Committee does not accept the President’s argument
that only a bankruptcy judge can pressure the City into cutting back
on wasteful spending and balancing its budget. The City alveady has
been placed in a virtual receivership. Its fiscal affairs are under the firm
control of The Emergency Financial Control Board chaired by the
Governor. Five of the seven members are state officials or appointees
and include three able representatives of the business and financial
community. ,

The State Emergency Financial Control Board has already ap-
proved a plan for bringing the City’s budget into balance in just 20
months. This plan, after allowing for inflation and uncontrollable
items, will require a real spending cut of over 20% in the controllable

i
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portion of the City’s budget. The Committee does not believe a faster
time table can be imposed on the City without seriously jeopardizing
the welfare of its 8 million residents.

There is no reason for assuming a bankruptey judge could do a
better job of supervising the City than the Governor of the State of
New York and the other members of The Emergency Financial Con-
trol Board. These individuals have placed their political and profes-
sional reputations on the line and have every incentive to ride herd on
the City until its budget is balanced and investor confidence is restored.
A bankruptcy judge operates under a wholly different set of impera-
tives and limited powers. He would be more concerned with legal ques-
tions such as fairness to different classes of creditors. Moreover, the
existence of a bankruptcy judge would, to some extent, take the Gov-
ernor and The Emergency Financial Control Board off the hook. Any
failure to achieve the necessary fiscal reforms could be blamed on the
Federal bankruptcy judge rather than on State officials. ’

The Emergency Financial Control Board already has a good track
record for imposing economies on the City. The Committee does not be-
lieve that a bankruptcy f’{udge could do a better job over the next three
years. His ability to make fundamental reforms would be limited. He
would not have the capacity to make the day-to-day decisions required
in running a city. Moreover, the installation of another supervisor over
the City’s fiscal affairs might well be counter-productive.

OPTION ONE: PREVENT DEFAULT

After reviewing all the evidence and hearing all the arguments, the
Committee has concluded that bankruptey is not a viable solution for
the City or the nation. The Committee has therefore recommended a
bill that is designed to prevent a bankruptcy by our largest city.'The
Committee does so not because it believes New York City is especially
deserving—it is not ; and not because we condone the fiscal policies fol-
lowed by the City over the last ten years—we do not. Instead, the Com-
mittee believes the Congress and the nation have no other choice. The
potential cost of a New York City default far exceeds the amount of
guarantee assistance provided in the bill.

As a practical matter, the bill reported by the Committee will not
cost the Federal government a single penny. The loan guarantees au-
thorized would be fully secured by revenue sharing payments and tax
tevenues of the City and the State. The guarantee fee of 314 percent
will earn the Federal government over $400 miliion over the life of
the program.

The Committee also believes the bill it has reported is in no way a
“bail out” of New York City. It imposes all of the tough and stringent
conditions recommended by the Secretary of the Treasury and the
Chairman of the Federal Reserve Board. In fact, the conditions are
50 onerous that there is little danger the legisaltion will invite similar
requests for aid from other cities. How many mayors would be willing
to surrender all of their fiscal powers to the governor of their State in
order to obtain a Federal loan guarantee? How many States would be
willing to raise their taxes in order to qualify one of its cities for a loan
guarantee? How many cities would be willing to pay an extra 314
percent guarantee fee on their bonds? How many cities would submit
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to a 20 percent reduction in controllable spending? How many cities
would be wiling to have a three-man Federal Board headed by the
Secretary of the Treasury directing their fiscal affairs?

If the only object of forcing a New York City bankruptey is to teach
it and the rest of the country a lesson, the Committee believes the
lesson has already been well learned. The sorry spectacle of the na-
tion’s largest city struggling to avoid default has been front page
news for months, By now, the message should be painfully clear to
everyone. GGovernments simply cannot go on spending money they
don’t have. After all the agonizing attention given to New York City’s
problems, the Committee cannot conceive that other cities would be
tempted to follow New York City’s path if the stringent loan guaran-
tee bill before the Senate is approved.

In addition to imposing tough conditions on the City and State,
the bill reported by the Committee also makes the private investment
community bear a substantial share of the burden. The bill requires
that holders of 65 percent of MAC securities must agree to exchange
them for non-guaranteed long-term bonds at lower rates of interest.
This requirement would restructure $2.2 billion of MAC’s debt and
help reduce the debt service burden on the city. Most of the burden of
the restructuring would fall upon the large New York City banks
and city pension funds, who aided and abetted the-City’s plunge into
fiscal delinquency.

The bill also requires that the holders of 40 percent of the City’s
debt maturing prior to June 30, 1976, must agree to accept non-
guaranteed long term city bonds at an appropriately low rate of in-
terest. This requirement will reduce the amount of Federal guarantee
assistance needed by $1.2 billion and enable the City to avoid the
problem of constant borrowing to roll over its short term debt.

The bill also establishes a definite timetable for phasing out Federal
guarantees and increasing the partcipation of the private market in
meeting the City’s borrowing needs. Under the legislation, the total
amount of guarantees outstanding would be limited to $4 billion
through June 30, 1977 ; $3.5 billion through June 30, 1978 ; $2.5 billion
through June 30, 1979; $1.5 billion through June 30, 1980; and zero
thereafter. It is a tight but realistic schedule for phasing out Federal
assistance.

Finally, the bill contains a standby program for meeting the emer-
gency credit needs of the City in the event that all of the stringent
conditions cannot be met and the City defaults. The standby program
under secion 6 of the bill authorizes loan guarantees of up to $500
million to enable the City to continue services essential to health,
safetv and welfare. The term of the gnarantee could not exceed three
months and the authority to make the guarantees would expire on
March 31, 1976.

The standby program under section 6 is intended as only a tempo-
rary device for helping the City to meet its essential needs in the
period immediately following a default. During this time, Congress
would have to consider and act upon a longer range program for help-
ing the City to meet is borrowing needs. As indicated elsewhere in
this report, the Committee believes the requirements for Federal aid
after default will exceed the amount authorized and will continue far
beyond the expiration of the legislation reported by the Committee.
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The legislation further provides that if the obligations gnaranteed
under the bill are made taxable through subsequent legislation, the
guarantee fee ceiling would be reduced to one percent. The Commit-
tee believes that these obligations should be taxable in order to avoid
giving New York city a preferred position in the market for tax-
exempt securities. Moreover, since the rate on taxable securities will
be substantially higher than the rate on equivalent tax-exempt securi-
ties, a requirement that the New York City guaranteed securities be
taxable will discourage other cities from requesting similar assistance
from the federal government. Finally, the U.S. Treasury will earn
additional tax revenues on taxable New York City bonds and these
additional revenues will provide further security to the Federal gov-
ernment’s exposure under the guarantee program.

For all of the foregoing reasons, the Committee recommends that
the Congress enact subsequent tax legislation making the guaranteed
New York State securities taxable. In the meantime, the Committee
believes that. the maximum guarantee fee of 314 percent provided for
in the bill will give the Federal Board the flexibility to set the rate
paid by the city at a level equivalent to a taxable issue. In order to
avoid the problem of having guaranteed, tax-exempt securities ad-
versely impacting the municipal bond market, the bill further provides
that until these seeurities are made taxable, they must be purchased
by the Federal Financing Bank, an agency under the control of the
Secretary of the Treasury. This will remove these securities from the
tax-exempt market and thus make it easier for other State and local
governments to borrow at reasonable rates.

COST OF THE LEGISLATION

In compliance with Sec. 252(a) (1) of the Legislative Reorganiza-
tion Act of 1970, as amended (2 U.S.C, 190j), the Committee estimates
there will be no cost to the Federal Government in carrying out the
provisions of the legislation. Any administrative expenses involved in
carrying out the legislation would be paid from the guarantee fee
authorized under sections 5 and 6. The Committee knows of no esti-
mate of a Federal agency indicating any eost of carrying out the
legislation.

VII. Secrion-BY-SecTiON -ANaALysis oF THE Bin

- SHORT TITLE AND STATEMENT OF PURPOSE ’

Section 1(a) cites the title of the Act as the “Voluntary Municipal
Reorganization Act of 19757, L . _
Section 1(b) states that Congress finds it is in the national interest to
revent the default by State and local governments on their outstand-
ing obligations in a manner consistent with sound fiscal reform, and
alternatively to establish a temporary program of emergency credit
assistance to State or local governments unable to avoid default by
the means provided in the Act.

DEFINITIONS

Section 2 defines for purposes of the Act the terms “Board.” *appli-
cant,” “assisted municipality,” “State,” and “Governor.”
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ESTABLISHMENT OF THE BOARD

Section 3 establishes a Voluntary Municipal Reorganization Board,
composed of the Secretary of the Treasury, as Chairman, the Chairman
of the Board of Governors of the Federal Reserve System, and the
Secretary of Labor, and provides that the decisions of the Board shall
be by majority vote.

AUTHORITY OF THE BOARD

Section 4 (1) authorizes the Board, on such terms and conditions as
it deems appropriate, to guarantee or make commitments to guarantee
obligations issued by a State, State agency or unit of local government
in order to prevent a default and carry out fiscal reform under the
provisions of the Aet.

Section 4(2) authorizes the Board, in the event of a default, to act
to maintain essential services by providing emergency guarantees of
the obligations of the municipality, or of its trustee or receiver. The
guaranteed obligations shall be secured by a first len on the munici-
pality’s future revenues.

STANDARDS AND CONDITIONS FOR GUARANTEES TO PREVENT DEFAULT

Section 5(a) sets a number of conditions which the applicant for
agsistance under the Act must meet in order to receive the Federal
guarantee. It also requires investors in the private sector to bear part
of the risk and participate in a voluntary restructuring of the munic-
ipality’s debt, by agreeing to exchange a certain percentage of the
notes they now hold for unguaranteed serial obligations issued by
the municipality bearing longer maturities (at least five years) and
lower interest rates. Furthermore, the amount of private participation
must increase over time, as the Federal guarantee assistance is phased
out.

Although the provisions of this section are stated in general terms,
they basically describe the steps that New York City and New York
State have taken to date or have indicated they are willing to take in
order to obtain a Federal guarantee. While other municipalities along
with their States are not technically barred from qualifying in the
event of a financial emergency, the very stringent nature of the con-
ditions set should be an effective deterrent to others following in New
York’s path. The specific provisions are as follows:

Section 5(a) (1) requires a finding by the Board that the obligations
to be guaranteed will be issued by a State or State agency in order to
finance the credit needs of a municipality under its jurisdiction, that
neither the State nor the municipality can obtain credit elsewhere in
the private market, and the failure to obtain such ecredit is likely to
cause the municipality, State or agency to default on its outstan ing
obligations. A State or City’s inability to obtain credit in the private
market is intended to include those situations where credit might be
available but only on terms which are likely to furtlier impair the
ability of the State or municipality to avoid default.

Section 5(a)(2) requires the municipality to submit a financial
plan, approved by the Governor and in accordance with accounting
principles prescribed by the Board, which the Board believes will bring
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the municipality’s budget (including operating expenses and debt
service) into balance with its revenues by the second full fiscal year
following the initial application for assistance. The financial plan
must provide for reductions in the cost of employee pension plans and
for the maximum feasible participation by the pension funds in sup-
plying the credit needs of the municipality. The financial plan may
be revised from time to time with the approval of the Board.

Section 5(a)(3) requires the State to demops@mtg that it has the
authority to control the fiscal affairs of the municipality for the entire
period during which the loan guarantee will be outstanding. This must
include the authority to determine all revenue estimates, set aggre-
gate expenditure limits, disapprove all expenditures not in compli-
ance with the financial plan, approve all borrowing, and authorize
all contracts during that period. ) )

Section 5(a) (4) requires that the State or agency give satisfactory
assurances to the Board that it will repay any losses the Federal
Government may sustain from guarantees furnished under this
section. The State and municipality must pledge as security against
such losses the payments they are entitled to receive under general
revenue sharing or any other comparable general purpose financial
assistance program of the Federal Government.

Section 5(a) (5) provides that the municipality must agree (i) to
make available to the Board, the Comptroller General of the United
States, and any certified public accountant designated by the Board
all its accounts, books, records, documents or other information which
the Board may request bearing on its financial situation prior to and
during the period of the Federal guarantee; (ii) to follow generally
accepted accounting principles as prescribed by the Board; and (iii)
to provide periodic repotts as required by the Board.

Section 5(a)(6) provides that the State or agency must pay to
the Board a guarantee fee of not more than 3% percent on the obliga-
tions guaranteed. If Congress passes legislation subsequently to ve-
auire that the obligations be taxable rather than tax-exempt, then
the gnarantee fee will drop down fo one percent. -

Section 5(a){7) requires the State to agree to provide a grant to
the munieipality for each of its fiscal years during which the guaran-
tee is outstanding, The grant must conform to the following terms:
(A) be equal to at least one-half of the municipality’s anticipated
operating deficit for the relevant fiscal year or portion thereof; (B)
be derived from the general tax revenues of the State; (C) be in
addition to all other grant or similar assistance provided by the State
to the municipality prior to its initial request for a Federal guarantee ;
(D) be provided at such times as the Board may prescribe; and (E)
be used by the municipality to meet its operating expenses in accord-
ance with the approved financial plan.

Section 5(a) (8) provides for a restructuring of the municipality’s
debt into longer-term, lower interest rate obligations in order to re-
duce the financial burden on the municipality and enable it to meet
all its eredit needs without Federal guarantee assistance at the earli-
est possible time. The restructuring shall be accomplished through
voluntary agreements by the holders of the municipality’s obligations
to exchange those obligations under the following terms: (A) the
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holders of at least 65 percent of the bonds issued by a State agency
on behalf of the municipality (i.e. MAC bonds) shall exchange them
for bonds issued by that agency with serial maturities of not Iess than
five years and interest rates as determined by the Board (except that
no such bond ean have an earlier maturity than the obligation ex-
changed) ; and (B) the holders of at least 40 percent of the muniei-
pality’s bonds maturing prior to June 30, 1976, shall exchange them
for serial bonds issued by the municipality with maturities of not less
than five years and interest rates as determined by the Board.

Section 5(b) sets further conditions for the exercise of the Board’s
guarantee authority.

Section 5(b) (1) limits the maturity of any obligations guaranteed
to one year. ‘

Section 5(b) (2) sets the conditions for phasing out Federal guaran-
tee assistance over time by limiting the amount of guaranteed obliga-
tions outstanding at any time to $4 billion through June 30, 1977, $3.5
billion through June 30, 1978, $2.5 billion through June 30, 1979, $1.5
billion through June 30, 1980, and zero thereafter.

Section 5(b) (8) prohibits the Board from guaranteeing any obliga-
tions at any time when it determines that the State or agency or the
municipality is not meeting its obligations under this section or is not
adhering to the schedule required under the financial plan.

Section 5(b) (4) provides that the Board, in approving guarantees
subsequent to June 30, 1976, shall require maximum feasible participa-
tion by investors in the private sector in purchasing unguaranteed
obligations issued by the municipality with serial maturities of not
less than five years. The purpose of this is to further promote the
phasing out of the Federal guarantee at the earliest possible date, and
in no event later than the statutory expiration date of June 30, 1979.

STANDARDS AND CONDITIONS FOR GUARANTEE OF OBLIGATIONS OF ISSUERS
IN DEFAULT

Section 6 authorized the Board to provide emergency assistance to
a municipality in order to maintain essential services in the event of a
default or bankruptcy, by guaranteeing obligations issued by the
municipality or a representative acting in its behalf. Tt sets conditions
for receipt of a guarantee under this section, similar to those required
under section 5. )

Section 6(a) (1) provides that the Board must make the following
findings: (A) that assistance cannot be provided under section 5
because of a failure to meet the requirements of that section; (B}
that the municipality has either defaunlted on its outstanding obliga-
tions or filed a petition under the Bankruptey Act: (C) that it is un-
able to obtain credit in the private market; and (D) that a guarantee
is necessary to permit the maintenance of essential services or programs
the interruption of which would endanger the health, safety or wel-
fare of the residents of the affected area,

Section 6(a) (2) requires the municipality or other issuer of obliga-
tions guaranteed under this section to submit a financial plan for
achieving a balanced budget, in accordance with accounting principles
prescribed by the Board.
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Section 6(a) (3) requires the issuer to provide satisfactory assur-
ances that it will repay any losses sustained by the Federal Government
as a result of guarantees furnished under this section. The munici-
pality must pledge as security against such losses the payments it is
entitled to receive under general revenue sharing or any other com-
parable general purpose financial assistance program of the Federal
Government.

Section 6(a)(4) provides that the issuer must agree (i) to make
available to the Board, the Comptroller General of the United States,
and any certified public accountant designated by the Board all its
accounts, books, records, documents or other information which the
Board may request bearing on its financial situation prior to and dur-
ing the period of the Federal gnarantee; (ii) to follow generally ac-
cepting accounting principles as prescribed by the Board; and (iii) to
provide periodic reports as required by the Board.

Section 6(a) (5) provides that the issuer must pay to the Board a
guarantee fee of not more than 315 percent on the obligations guar-
anteed. If Congress passes legisiation subsequently to require that
the obligations be taxible rather than tax-exempt, then the guarantee
fee will drop down to one percent.

" Section 6{a) (6) provides that in the case of an issuer which is a
unit of local government, the State in which it is located must agree
to give a grant out of general tax revenues equal to one-half of the
anticipated operating deficit for its fiscal year or portion thereof dur-
ing which time the Federal guarantee 1s outstanding. The grant must
be given at such times as the Board may prescribe and in accordance
with the accounting principles it lays out, and the grant shall be in
addition to all other grants or similar assistance provided by the State
prior to the initial request for guarantee assistance under this section.

Section 6(b) (1) limits the maturity of any obligations issued under
this section to three months. ‘

Section 6(b) (2) limits the total amount of the guarantee anthority
to $300 million. : .

Section 6(b) (3) states that the term “issuer” includes any muniec-
ipality. on behalf of which an obligation under this section is issued
for the purpose of assisting that municipality in meeting its credit
needs.

EMERGENCY MUNICIPAT, DEBT GUARANTEE FUND

Section T(a) establishes in the Treasury an emergency municipal
debt guarantee fund, administered by the Board, to be used for pay-
ment of the Board’s expenses and for fulfilling the Board’s obliga-
tions under the Act. Moneys in the fund not needed for current op-
erations may be invested in obligations of the United States or any
Federal agency, and moneys not needed for current or future obliga-
tions may be paid into the general fund of the Treasury.

Section 7(b) requires that there be deposited in the fund any guar-
antee fees paid into the Act, any payments under general revenue shar-
ing or other Federal assistance programs waived bv a State or munic-
ipality to cover losses, or any other sums received by the Board.
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Section 7(c) provides that payments required to be made as a result
of any guarantee by the Board shall come out of the fund, and if there
is not enough money in the fund, then the Secretary of the Treasury
is authorized to borrow in order to make these payments.

Section 7(d) provides that the Federal Financing Bank shall pur-
chase all obligations guaranteed under the Act so long as they are tax-
exempt rather than taxable.

FEDERAL RESERVE BANKS AS FISCAL AGENTS

Section 8 authorizes Federal Reserve Banks to act as fiscal agents
for the Board.

PROTECTION OF GOVERNMENT’S INTEREST

Section 9(a) authorizes the Attorney General to act to enforce
any right of the Federal Government stemming from guarantees is-
sued under the Act. It provides that any sums recovered pursuant to
this section be paid into the fund.

Section 9(b) authorizes the Board to recover the amount of any
payments made as a result of guarantees furnished under the Act
from the issuer of the obligations guaranteed.

REPORTS

Section 10 requires the Board to submit quarterly reports to Con-
gress on its operations under the Act.

TERMINATION

Section 11 provides that the authority of the Board to make any
guarantee under section 5 terminates on June 30, 1979, and under
section 6 on March 31, 1976. Such termination does not affect the carry-
ing out of commitments entered into prior to that date or the taking of
actions to preserve or protect the interest of the United States.

STOCK TRANSFER TAX

Section 12 amends Section 28(d) of the Securities and Exchange
Act to permit a State or political subdivision to impose a transfer tax
where the basis of the tax is the transfer and issuance of a new certi-
ficate by a transfer agent, :




MINORITY VIEWS

We are opposed to the bill reported by the Committee. In our opin-
ion, the bill would require a massive involvement in the affairs of New
York City and State from which the Federal Government may not be
able to extricate itself for years to come. The bill sets unrealistic goals
for private investor participation and municipal union cooperation as
a precondition for containing Federal guarantees. There is also reason
to believe that the bill seriously underestimates the amount and dura-
tion of the debt obligations that will ultimately need to be guaranteed
by the Federal Government, The bill will not eliminate the possibility
that New York State could default, nor will it guarantee access to
credit markets for other States or municipalities. Furthermore, the
bill rewards bad management on the part of the city by elevating its
securities to a preferential position in financial markets, and it sets an
unwarranted precedent for other municipalities to seek Federal assist-
ance. Finally, the bill discourages the city and the State from taking
the appropriate and constructive steps needed to avert default.

We are not convinced that the advantages of providing Federal as-
sistance to avoid default outweigh the threat which such a precedent
would have to the separation of powers and responsibilities under our
Federal system of government. Nor are we able to convince ourselves
that the Federal Government should ask the public to assume the risk
associated with providing a Federal guarantee for New York City
obligations—a risk the public did not seek and one which private in-
vestors are apparently unwilling to bear. For these reasons, we recom-
mend that the Senate not pass the bill reported by the Committee.

Faced with the possibility of a default by New York City on its
obligations to holders of city securities, the Committee considered
three courses of action. One approach was to prevent default by pro-
viding a Federal guarantee to assure the city would have adequate
funds to meet. its obligations as they become due. A second approach
was to provide Federal loans to maintain essential city services during
any period of cash shortage which could develop should default occur.
Finally, the Committee considered the option of providing no Federal
assistance either before or after default.

The bill reported by the Committee embodies the first of these three
approaches. In our opinion, there are serious drawbacks to this
apg‘roach.

irst, the bill will lead to massive Federal involvement in the affairs
of New York City and the State, and expose the Federal Government
to substantial financial risks, for many years to come. We discount the
limited duration and amount of Federal involvement envisioned under
the bill reported by the Committee for a number of reasons. For one
thing, the ability of the city to meet the preconditions for obtaining
a Federal guarantee, largely to roll over its short term obligations,

(87)
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will become more difficult over time. Moreover, the incentive for bring-
ing the budget back into balance will be lost once the city has secured
a Federal guarantee of its obligations.

As a precondition for obtaining a Federal guarantee of its debt ob-
ligations, the city would be required under the bill to secure the par-
ticipation of private investors in the purchase of the city’s unguaran-
teed securities on an ever-expanding scale. The anticipated extent of
such private involvement would become less realistic over time. The
eity may be able to place the $1.2 billion unguaranteed securities re-
quired during the last seven months of this fiscal year in order to ob-
tain a Federal guarantee of $2.5 billion during that same period. Be-
gond that, however, the city would be required to place a total of $5.4

illion in unguaranteed debt obligations with private investors up
through fiscal year 1980, Given the attitude of financial markets to-
ward New York obligations, this appears highly unrealistic.

It is argued by proponents of the reported bill that maturing debt
should be subtraeted from the total amount sold to focus attention on
the net incremental borrowing by the city. This argument implies,
however, that as bonds mature, their holders will reinvest their prin-
cipal in new unguaranteed debts of New York City. A more realistic
assumption would appear to be that many holders of New York debt,
if they could recoup their principal, would be extremely reluctant to
reinvest in unguaranteed New York City debt.

By the same token, municipal unions will have to make major con-
cessions regarding pensions and salaries as a precondition for the city
receiving a Federal guarantee of its obligations. Union leaders have
already indicated their unwillingness to make such concessions, and
their relﬁsolve could be strengthened once Federal guarantees have been
secured.

To be sure, once the initial guarantee has been extended, the Federal
Government could simply refuse to extend new guarantees to cover
maturing obligations of the city if the preconditions for obtaining
such guarantees are not met. By then, hawever, the financial interests
of the Federal Government will be intertwined with the financial af-
fairs of the city. The Federal Government will be faced with the likeli-
hood of losing billions of dollars under already-outstanding guaran-
tees or extending additional guarantees to avoid incurring such
losses. Under the bill reported by the Committee, the maximum ex-
posure facing the Federal Government could total $4 billion to fiscal
year 1976 alone and $3:5 billion in fiscal year 1977. It can and will be
argued that there is never a good time to permit a default by New
York City. The end result will be that, in an effort to prevent a de-
fault from occnrring. the Federal Government would become en-
tangled in the city’s financial affairs and policy decisions for an in-
definite period into the future and on a scale yet unanticipated.

In addition, the extent to which Federal assistance would be needed
to avoid default is unknown. The bill reported by the Committee pro-
vides for a maximum of $4 billion in guarantees this fiscal year. The
maximum amount of guarantees which could be outstanding at any
one time wonld decline each year thereafter. Hlowever, estimates by
New York City officials of the need for Federal assistance through
guarantees range as high as $9 billion. The fact is that accurate figures
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on how much aid would be required under the approach embodied
in the reported bill simply do not exist.

Moreover, as time goes on, the Spartan city budget contemplated
under this ‘Zemergency” legislation may well be considered too restric-
tive by New York City officials. It is not hard to imagine appeals from
city officials within the next few years for increased billions of dollars
in guarantees beyond those contemplated in the bill to permit the city
to undertake capital projects which are “urgently needed” to prevent
deterioration of the city’s plant and equipment.

Second, a principal argument for providing Federal credit to New
York City is that a default by the city is likely to cause a default by
New York State. However, preventing a default by New York City
will not necessarily prevent a financial crisis for New York State,
especially in light of a reported probable default by New York State’s
“moral obligation agencies” no matter what is done for New York City.

Third, the bill’s proponents have not demonstrated that the “ripple
effect” of a New York default will produce undesirable restrictions on
State and local borrowing, and some witnesses before the Committee
expressed the opinion that the market had already discounted a New
York City default. Default by New York City will no doubt cause
purchasers of State and local government obligations to be more
cautious, a result which in light of New York City’s experience may
not be wholly inappropriate, .

More importantly, even if the “ripple effect’” were significant, there
is no assurance that by providing a guarantee to New York City alone,
the Federal Government can make other municipal securities more
attraetive to investors. There is no reason to believe that investors
will be more inclined to invest in the municipal securities market just
because New York City is able to avoid default by obtaining a guaran-
tee on its debt obligations.

Fourth, the bill would permit the introduction of a new security into
the market—a tax exempt, federally-guaranteed security. This type of
security would be afforded a preferential position in financial markets,
even over that available to the U.S. Government. Billions of dollars
worth of these securities could be issued over the next few years, and
it is difficult to imagine that other State or municipal borrowers will
not be forced to pay higher rates on their “unguaranteed” obligations.
The bill would make the least creditworthy borrower the most credit-
worthy. Other communities may well ask why they should not be
given a guarantee also or become second class municipal borrowers
ségnply because they have managed their affairs better than New York

1ty.

Fifth, the proponents of the reported bill argue that in the event
of a default, New York City would experience a sharp decline in
property tax revenues because the New York State Constitution limits
property tax collections to 214 percent of assessed valuation, and any
real estate tax above that percentage must be used to service debt.
This argument presumes that the city would be deprived of such
revenues in the event of a temporary suspension of debt service, a
presumption which is open to question, especially in light of the fact
that the city will ultimately have {o repay all or most of the principal
and interest on its debt. Even if the courts were to hold that the city
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could not collect real estate taxes in excess of 214 percent of assessed
valuation, nothing would prevent the city, with State approval, from
imposing alternative taxes to replace the real estate taxes which it is
afgued could not be collected under the cited provision of the State
constitution. :

Sixth, it is also argued by the proponents of Federal Government
action to prevent actual default by New York City that, if defanlt
occurred, State laws would prevent financial institutions in many
States from investing in New York City obligations for year after
default. These State laws were passed for a very good reason: to pre-
vent financial institutions from investing in securities issued by bor-
rowers with histories of financial irresponsibility. To argue that the
Federal Government should guarantee New York securities in order
to maintain a market for them is tantamount to arguing that the Fed-
eral Government should act to circumvent State laws, If the Congress
wishes to overturn State laws regarding fiduciary responsibility, it
should address that issue directly.

Finally, even if the bill were workable, which we believe it is not,
further debate about its merits seems to us to be an exercise in futility.
The President has unequivocally stated that he is “prepared to veto
any bill that has as its purpose a Federal bail-out of New York City
to prevent default.” Even the bill’s proponents admit that it hasonly a
slim chance of passing the Congress, and it’s difficult to find anyone
who believes there is any chance of overriding a Presidential veto of
such a bill, Both the Congress and the President are anxious to assure
the continuation of essential services to the residents of New York
City, whether or not the city defaunlts. Since legislation designed to
prevent default has been ruled out by the President, it seems to us
that the Congress would do better to address itself to legislation de-
signed to permit an orderly reorganization of New York City’s debt,
under revisions in the Federal bankruptey law, and to assure the con-
tinuation of vital services should default occur. This would leave the
matter of debt restructuring up to the courts. Under the President’s
plan, the Federal Government’s exposure to risks would be minimized.

If Congress wants to act responsibly and help the citizens of New
York, it should focus on what is possible and what is really in the pub-
lic interest. It seems to us that the bill reported by the Committee will

onlv raise false hopes in the minds of the citizens of New York that .

Federal assistance is on the way. This could act to discourage the city
311;1 tllie State from pursuing whatever steps can be taken to prevent
efault. :

It is expected that if New York City defaults, it will experience a
drastic shortage of funds to meet its expenses between the time of de-
fault and March of 1976. This shortage is primarily due to the season-
ality of the city’s tax revenues, which are high in the spring but low
in the winter. The President has recognized this problem in his pro-
posal for a revision of the bankruptey laws to permit the city to raise
funds by the issuance of “debt certificates”, which would be secured by
a first claim on tax revenues. :

As noted above, the second approach considered by the Committee
was to provide Federal loans to maintain essential city services during
any period of cash shortage which could develop should default occur.
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The President’s proposal could be supplemented by this second ap-
proach, which recognizes that the marketability of the debt certificates
proposed under the President’s plan is open to some question.

The amount of any loan made under the second approach would be

determined by a Municipal Debt Guarantee Board consisting of the
Secretary of the Freasury, the Secretary of Labor, and the Chairman
of the Board of Governors of the Federal Reserve System. A somewhat
comparable provision for maintaining essential eity services in the
event of default is contained in the loan guarantee bill reported by
the Committee. However, the reported bill contemplates that the Fed-
eral GGovernment would first attempt to prevent default by providing
loan guarantees, an approach which is unworkable and holds little
hope for being enacted into law. Also, under the second approach
which the Committee considered, the Federal Financing Bank would
be authorized to purchase debt obligations of otherwise creditworthy
States or municipalities which are unable to market their obligations
because of a disruption in the market caused by the default of a major
borrower like New York City, but no such provision is contained in
the 1'&}121*?3(1 bill. The Committee failed to adopt the second approach
as a substitute for the reported bill by a vote of 7 to 6.
_ The final option which the Committee considered and rejected was
to provide no Federal assistance and to allow the city and State to take
whatever actions are necessary to avoid default or deal with its
consequences, \

New York is our nation’s largest city and the financial capital of
the country. It 1s a major commercial center and provides a forum
for world Dolitical discussion. Moreover, the residents of New York
make significant contributions to our culture. No American who un-
derstands the important role New York plays in our national economy
and cu},turg can fail to wish the city well. Certainly, we do not want to
see New York City default on its outstanding obligations, and our
0])[!)051t10n to this bill should not be interpreted to mean that we fayor
default. However, it is our considered judgment that the reported bill
1{3 %tnv;grkal)ge, st}imd_s virtually no chance of enactment into i:w. raises
fal s& Sl;).pes or the citizens of New York QCity, and is not in the public
Joux Tower.

Epwarp W. Brooxe,
JEsse Herwms,
JAKE GaRN.
Rorerr Morcax.



ADDITIONAL VIEWS OF SENATOR EDWARD W. BROOKE

There is a legal maxim that hard cases make bad law, and by the
same token, I am afraid that, confronted with the thorny 1ssue of New
York City’s fiscal crisis, the Congress may be tempted to pass bad
legislation.

New York City's problems are many and intertwined. Yes, New
York has absorbed large numbers of low-income immigrants, both
from abroad and from sections of our own country, as have some of
our other Northeastern cities. Yes, New York has attempted to provide
« decent standard of living for its lower income residents, as have some
of our other cities. Yes, New York, like other cities, has watched many
of its middle and upper income residents move to suburban enclaves,
zoned to protect them from the problems of the poor who remain in
the city. But New York City has also grossly mismanaged its affairs.
The city’s municipal work force grew from approximately 245,000 in
1960 to almost 300,000 in 1975, while its population declined from ap-
proximately 7,800,000 to approximately 7,500,000 over the same period.
City employees enjoy pensions and fringe benefits which are generous
by any standard and are beyond the financial means of the city. The
city has subsidized not only its poor, but its middle and upper income
residents, through such devices as rent controls and free college edu-
cation regardless of income. And the city has engaged in budgetary

gimmickry to such an extent that even today it is impossible to de-.

termine with any confidence the true state of the city’s finances,

T am firmly convinced that the problems of our older cities and the
lower income families who live in them deserve a higher priority on
cur national agenda. But, I do not see in the reported bill the answer to
these problems. If welfare reform is needed, and I believe it is, then
et us get on with it. If the suburbs are forming an economic noose
3r0undg the necks of our cities, then let us consider ways to cut that
noose, If there are limited resources to solve our Nation’s problems,
then let us work harder to be sure that there is at least enough for all
tc have a decent standard of living.

We must begin to deal with the problems of our cities, and we must
begin now. But I am convinced that the solution to our urban prob-
lems does not lie in a debt guarantee bill which seems, at least to me,
to ratify municipal mismanagement and to reward many of those who
have permitted the city to drift to the brink of financial collapse.

I have stated in Committee and I reiterate here that T am prepared
to offer and to work for legislation designed to assure that residents of
New York City are not deprived of vital services if a default occurs,
but I cannot suppott the reported bill. My specific concerns about the
provisions of the reported bill are set out in the Minority Views printed

above,
Epwarp W. Brooke.

(42)

ADDITIONAL VIEWS OF SENATOR HELMS

While I agree with the thrust of the analysis of New York City’s
problem in the Minority Views, it is my belief that they do not ade-
quately address the question of Federal financial participation subse-
quent to default, should default occur. It is my view that such partici-
pation will serve only to prolong the ordeal, and establish a precedent
involving Federal funding in vast new areas on the State and loeal
level. Any such action will, in fact, be a requirement that the taxpayers
throughout the Nation pay for the excesses and mismanagement of
New York City. T do not care to participate in the imposition of any
such. requirement.

Jussr Herms.
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H. R. 10481

Rinety-fourth Congress of the Wnited States of America

Begun and held at the City of Washington on Tuesday, the fourteensh day of January;

AT THE FIRST SESSION

one thousand nine hundred and seventy-five

An Act

To authorize the Secretary of the Treasury to provide seasomal financing for
the city of New York.

Be it enacted by the Senate and House of Representatives of the
United States of America in Congress assembled,

SHORT TITLE

Secrron 1. This Act may be cited as the “New York City Seasonal
Financing Act of 19757,

FINDINGS AND DECLARATIONS

Skc. 2. The Congress makes the following findings and declarations:

(1) It is necessary for the city of New York to obtain seasonal
financing from time to time because the city’s revenues and expendi-
tures, even when in balance on an annual basis, are not received and
disbursed at equivalent rates throughout the year.

(2) At the present time the city is or may be unable to obtain such
seasonal financing from its customary sources,

(3) It is necessary to assure such seasonal financing, in order that
the city of New York may maintain essential governmental services.

DEFINITIONS

Sec. 8. Asused inthis Act:

(a) “City” and “State” mean the city and State of New York,
respectively. ‘

(b) “Financing agent” means any agency duly authorized by State
law to act on behalf or in the interest of the city with respect to the
city’s financial affairs.

(¢) “Secretary” means the Secretary of the Treasury.

LOANS

Skc. 4. (a) Upon written request of the city or a financing agent, the
Secretary may make loans to the city or such financing agent subject
to the provisions of this Act, but in the case of any loan to a financing
a}%ent, the city and such agent shall be jointly and severally liable
thereon.

(b) Each such loan shall mature not later than the last day of the
city’s fiscal year in which it was made, and shall bear ‘interest at an
annual rate 1 per centum per annum greater than the current average
market yield on outsta,mfing marketable obligations of the United
States with remaining periods to maturity comparable to the maturi-
ties of such loan, as determined by the Secretary at the time of the loan.

SECURITY FOR LOANS

Skc. 5. In connection with any loan under this Act, the Secretary
may require the city and any financing agent and, where he deems
necessary, the State, to provide such security as he deems appropriate.
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The Secretary may take such steps as he deems necessary to realize
upon any collateral in which the United States has a security interest
pursuant to this section to enforce any claim the United States may
have against the city or any financing agent pursuant to this Act. Not-
withstanding any other provision of law, Acts making appropriations
may provide for the withholding of any payments from the United
States to the city, either directly or through the State, which may be
or may become due pursuant to any law and offset the amount of such
withheld payments against any claim the Secretary may have against
the city or any financing agent pursuant to this Act. With respect to
debts incurred pursuant to this Act, for the purposes of section 3466
of the Revised Statutes (31 U.S.C. 191) the term “person” includes the
city or any financing agent.

LIMITATIONS AND CRITERIA

SEc. 6. (a) A loan may be made under this Act only if the Secretary
determines that there is a reasonable prospect of repayment of the
loan in accordance with its terms and conditions. In making the loan,
the Secretary may require such terms and conditions as he may deem
appropriate to insure repayment. The Secretary is authorized to agree
to any modification, amendment, or waiver of any such term or con-
gition as he deems desirable to protect the interests of the United

tates.

(b) At no time shall the amount of loans outstanding under this
Act exceed in the aggregate $2,300,000,000.

(¢) No loan shall be provided under this Act unless (1) the city
and all financing agents shall have repaid according to their terms
all prior loans under this Act which have matured, and (2) the city
and all financing agents shall be in compliance with the terms of
any such outstanding loans.

REMEDIES

SEc. T The remedies of the Secretary prescribed in this Act shall
be cumulative and not in limitation of or substitution for any other
remedies available to the Secretary or the United States.

FUNDING

Skc. 8. (a) There is hereby established in the Treasury a New York
City Seasonal Financing Fund to be administered by the Secretary.
The fund shall be used for the purpose of making loans pursuant to
this Act. There is authorized to be appropriated to such fund the sum
of $2,300,000,000. All funds received by the Secretary in the payment
of principal of any loan made under this Act shall be paid into the
fund. All income from loans and investments made from the fund shall
be covered into the Treasury as miscellaneous receipts. Moneys in the
fund not needed for current operations may be invested in direct
obligations of, or obligations that are fully guaranteed as to principal
and interest by, the United States or any agency thereof. After all
loans made pursuant to this Act have been repaid, the balance of the
fund shall be returned to the general fund of the Treasury.

(b) The Secretary is authorized to sell, assign, or otherwise trans-
fer from the fund any note or other evidence of any loan made pur-
suant to this Act to the Federal Financing Bank and, in addition to
its other powers, such Bank is authorized to purchase, receive, or
otherwise acquire the same.
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(c) There are authorized to be appropriated such sums as may be
necessary to pay the expenses of administration of this Act.

INSPECTION OF DOCUMENTS

Skc. 9. At any time a request for a loan is pending or a loan is out-
standing under this Act, the Secretary is authorized to inspect and
copy all accounts, books, records, memorandums, correspondence, and
other documents of the city or any financing agent relating to its finan-
cial affairs.

AUDITS

Sec. 10. (a) No loan may be made under this Act for the benefit
of any State or city unless the General Accounting Office is authorized
to make such audits as may be deemed appropriate by either the Sec-
retary or the General Accounting Office of all accounts, books, records,
and transactions of the State, the political subdivision, if any,
involved, and any agency or instrumentality of such State or political
subdivision. The General Accounting Office shall report the results
of any such audit to the Secretary and to the Congress.

TERMINATION

Skc. 11. The authority of the Secretary to make any loan under this
Act terminates on June 30, 1978. Such termination does not affect the
carrying out of any transaction entered into pursuant to this Act prior
to that date, or the taking of any action necessary to preserve or pro-
tect the interests of the United States arising out of any loan under
this Aect.

Speaker of the House of Representatives.

Vice President of the United States and
President of the Senate.



December 8, 1975

Dear Mr. Director:

The following bills were received at the White
House on December Sth: .

H.R. 8069
H.R. 8&‘31/

Please let the President have repoxrts and
recompendations as to the approval of these
bills as soon as possible.

Sincerely,

Robert D. Linder
Chief Executive Clerk

The Honorable James T. Lymn
Director

Office of Management and Budget
Washington, D, C.






