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CHAPTER 7

The Market for State and Local Government
Securities 1

Character of the Market

THE market for state and local government securities is one of the
best-defined sectors of the capital market, identified chiefly by the ex-
emption of these Securities from federal income tax. As a result of
this privilege, high-grade state and local government securities sell at
a lower yield than U.S. government or corporate securities of the
same maturity or comparable quality. This makes state and local gov-
ernment securities unattractive to those investors whose income is tax
exempt (such as government insurance and trust funds, private pen-
sion funds, nonprofit institutions, credit unions, and mutual invest-
ment companies) or whose income is subject to only relatively low
rates of tax (such as mutual savings banks, savings and loan associa-
tions, life insurance companies, and individuals with low incomes).
On the other hand, these securities have a special attraction for finan-
cial institutions subject to the full corporate income tax, primarily
commercial banks and property insurance companies, and for indi-
viduals in the higher income tax brackets. This attraction, however,

1. The very brief description of the institutional aspects of the market for state
and local government securities is based on Roland I. Robinson's Postwar Market
for State and Local Government Securities (Princeton for NBER, 1960). The statis-
tics used here, however, sometimes differ slightly from Robinson's. Because of the
availability of Robinson's study, this summary does not deal with the relation of
the level and movements of the yield on state and local government securities to
the level and change in relevant tax rates.
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Market for State and Local Government Securities
depends on the relative yield difference between state and local gov-
ernment securities and otherwise equivalent other securities.

The demand for state and local government securities thus essen-
tially depends on the funds available for investment by the three
above-mentioned groups (funds which may come from current savings
or from the liquidation of other assets), on interest rate differentials,
and on income tax rates. The supply of tax-exempt securities, on the
other hand, is mainly determined by the difference between the cap-
ital expenditures of the state and local government and their gross
savings (current income minus current expenditure, excluding capital
consumption allowances).

The character of the market for these securities is also influenced
by a number of additional economic and institutional factors:

1. Regular issues of state and local government securities (so-called
"full faith and credit obligations") are offered in serial form, among
which final maturities of twenty, twenty-five, and thirty years predom-
inate. Revenue bonds, however, are usually issued as term securities
with a maturity of thirty to forty years.2 The serial form increases the
range of potential buyers to include both investors primarily inter-
ested in short-term securities, such as commercial banks, and those
preferring long-term bonds, such as property insurance companies and
individuals.

2. The demand for these securities is further encouraged by tailor-
ing the securities to the special needs, primarily determined by tax
considerations, of important groups of investors. These needs are re-
sponsible for some issues, usually very early or late maturities, with
abnormally high coupon rates which enable the buyers to take ad-
vantage of certain tax provisions on capital gains or losses.

3. The market for state and local government securities is entirely
over the counter and in the hands of specialists, either separate de-
partments of commercial banks and investment banking houses or
firms which limit their activities to these securities.

4. Most new issues of state and local government securities are sold
through competitive bidding. One of the results of this method seems
to be that the cost of selling small issues is not significantly higher
than that of large issues.

5. Considerable support for the market is provided by the issuance
in serial form. Each year a large amount of outstanding securities is

2 Robinson, Postwar Market, p. 46.
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retired and these retirements provide substantial funds available for
reinvestment in state and local government securities. Retirements
averaged less than $1 billion in 1947—51, but rose to an average of
over $2 billion in 1954—58 as the retirements from the heavy postwar
issues began to make their weight felt (see Table 59).

6. Secondary transactions in state and local government securities
are relatively small compared to new offerings, and their volume has
tended to move inversely to that of new offerings.

7. Revenue obligations, issued mostly for financing highways, con-
stitute a fairly definite submarket of growing importance. At the end
of the fiscal year 1958, about 36 per cent of total state and local gov-
ernment long-term debt consisted of revenue obligations, compared
to only 11 per cent ten years Slightly more than one-fourth
of all new issues of state and government securities during the post-
war period were revenue obligations, the proportion rising from about
one-fifth in 1946—51 to almost one-third in Because revenue
obligations are not backed by the "full faith and credit" of the issu-
ing state and local authorities, they generally sell at a yield of 1/2 to
11/2 per cent above regular state and local government issues. It is
unfortunately not possible to separate the holdings of revenue bonds
in the portfolios of the main holder groups, but it is thought that
they are held to a larger extent by individuals than by financial in-
stitutions compared to full faith and credit

8. Another still smaller submarket is constituted by the bonds of
public housing authorities, which have been offered since 1951. Since
the U.S. Treasury guarantees the deficits of these authorities, the
bonds are regarded as equivalent to federal government obligations.
Public Housing Authority bonds have accounted for 5 per cent of all
state and local government securities issued during the period 1951—
58.6

a The 1958 figure is from Summary of Governmental Finances in 1958 (U.s. Bu-
reau of the Census, Government Division, p. 18); earlier figures are from Robinson,
Postwar Market, p. 203.

4 Ibid., p. 204, and Federal Reserve Bulletin, August 1959, p. 1015.
5 In mid-1956 insured commercial banks held only about 11 per cent of all rev-

enue obligations compared to 28 per cent in full faith and credit obligations (As.
sets, Liabilities and Capital Accounts, Commercial and Mutual Savings Banks, Fed-
eral Deposit Insurance Corporation, Report No. 45, June 30, 1956, p. 62, and Sum-
niary of Governmental Finances in 1956, p. 33).

6 Federal Reserve Bulletin, August 1959, p. 1015; Thirteenth Annual Report, Hotis-
ing and Home Finance Agency, 1959, p. 207.
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9. State and local government securities have been subject to rela-

tively wide price fluctuation considering their high quality. These
fluctuations have been wider than those in either high-grade corporate
bonds or in Treasury securities of comparable maturity.

10. Within the market for state and local government securities, the
yield differentials associated with difference in quality have declined
over the postwar period. While the narrowing has not been pro-
nounced in absolute terms, it has been quite considerable relative to
the rising level of yield rates.

11. During the postwar period, approximately two-fifths of all state
and local government securities have been issued for productive pur-
poses, i.e., highways, water supply, sewerage, other enterprises, bridges,
tunnels, ports and airports, and industrial buildings. About one-third
has been issued for welfare purposes, primarily schools and second-
arily housing and hospitals. Issues to provide funds for aid to veterans
have amounted to less than 10 per cent of the total, mostly during
the early part of the postwar period. Refunding issues have been al-
most negligible.7

12. The differential between the yield on state and local govern-
ment securities and taxable securities of comparable quality and ma-
turity, which can be regarded as a measure of the capitalized value
of the tax-exemption preference, has fluctuated widely during the post-
war period, although there has been only one substantial change in
tax rates, the increase occurring around 1950. Table 58 shows, as a
basis for analysis, first the differential between the yield on an average
of state and local government securities and the yields on long-term
Treasury bonds and on an average of corporate bonds of the first four
rating groups, and secondly the differential between the yield on high-
grade (Aaa) state and local government securities and the yields on
long-term Treasury securities and on corporate bonds.

Closer study suggests that the main factor in the movement of the
differentials was the relative supply of state and local government se-
curities as measured by the ratio of net issues of these securities to the
net issuance of all main capital market instruments. This positive re-
lationship was fairly pronounced, although not entirely regular. In
years in which the share of state and local government securities in
the total value of capital market issues was high or rising, the differ-
ential also was at a high level or showed an increase. Similarly, low

Robinson, Postwar Market, p. 40.
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TABLE 58

YIELD DIFFERENTIALS OF SECURITIES, 1YL.6_58

(per cent of yield of security compared)

Averages of State and
Local Government BOfldSa

Compared with
Highest—Grade State and
Local Government Bondeb

Compared with

Long—Term
Average

Corporate Long—Term Highest—Grade
Treasury Bonds Treasury Corporate Bonds

Bonds Outstanding Bonds Outstanding
(1) (2) (3) (4)

1946 —33 —47 —50 —57

1947 —18 —36 —36 —44

1948 —5 —24 —23 —34

1949 —7 —27 —29 —38
1950 —16 —32 —33 —40
1951 —23 —36 —37 —44
1952 —17 —30 —33 —39
1953 —4 —18 —21 —28
1954 —3 —22 —19 —30
1955 —8 —21 —22 —29
1956 —4 —18 —18 —26
1957 3 —15 —11 —20
1958 —2 —19 —15 —23

1946—49 —14 —32 —32 —42
1949—54 —13 —28 —29 —37
1954—58 —3 —18 —17 —25

Source: See notes to Table 48.

aAaa Aa, and Baa bond.

bonds.

levels or decreases in the new issue ratio were associated with low or
declining differentials.

Possibly the most interesting feature is the level of the differential
between high-grade state and local government bonds and high-grade
corporate bonds, which was about 40 per cent during Cycles I and II
and about 25 per cent in Cycle III. All of these values are below the
rates of either the corporate income tax (52 per cent during the second
half of the period) or the marginal rates applicable to wealthy indi-
viduals. Thus, the tax-exemption privilege was sold in the market at
considerably less than its value to most holders of state and local gov-
ernment securities. Since 1953 the market value of the tax-exemption
privilege actually has been about one-half of the corporate tax rate,
and at about the first bracket rate of the personal income tax (20 per
cent). As a consequence, the federal government has lost more of po-
tential tax revenue than would have been needed to compensate state
and local governments for the relatively slight saving in interest costs
which accrued to them as a result of the lower yield of tax-exempt
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securities. The reasons for this low valuation of the tax-exemption
privilege by the market are complicated. Possibly the most important
factor was the increasing level of new issues of state and local govern-
ment securities, which made it necessary to tap layers of buyers for
whom the tax-exemption privilege was of relatively little value be-
cause of their tax status or because of basic predilection for equity
securities. This seems to have been the case particularly for some finan-
cial institutions, such as mutual savings banks and property insurance
companies, and for some of the individual purchasers of tax-exempt
securities.

Developments During the Postwar Period

There is no point in commenting separately on each of Tables 59 to
64. It will suffice to summarize the main features of the market for
state and local government securities during the postwar period which
are disclosed by the tables and by Chart 15.

TABLE 59

CAPITAL EXPENDITURES AND SECURITY ISSUES OF
STATE AND LOCAL 19%—58

(billion dollars)

Net
Acquisition

Security Issues

New
Gross Gross Capital of Financial Long—Term
Saving Expenditures Assets Net Issues Retirements

(1) (2) (3) (4) (5) (6)

1946 2.31 2.02 .29 —.13 1.16 1.29
1947 3.04 3.07 —.03 1.41 2.32 .91
1948 3.01 4.11 —1.10 2.21 2.69 .48

1949 4.07 5.76 —1.69 2.35 2.91 .56

1950 4.57 6.45 —1.88 3.11 3.53 .42

1951 5.97 7.14 —1.17 2.41 3.19 .78

1952 6.65 8.17 —1.52 3.18 4.40 1.22

1953 7.44 8.60 —1.16 3.58 5.56 1.98
1954 7.87 9.64 —1.77 4.18 6.97 2.79
1955 8.26 10.94 —2.68 348 5.98 2.50
1956 9.18 11.52 —2.34 3.32 5.45 2.13
1957 10.10 13.36 —3.26 4.87 6.96 2.09

1958 9.73 15.13 —5.40 5.92 7.45 1.53

1946—49 3.08 3.69 —0.60 1.58 2.35 0.77
1949—54 6.12 7.61 —1.49 3.11 4.32 1.22
1954—58 9.08 12.05 —2.97 4.18 6.40 2.22

Source: National Balance Sheet, Vol. 11, unless otherwise specified.
Cols. 1—3: Table VII—6, lines 1V—3, 1—7, and 11—21 minus 111—14.
Col. 4: Table VIII—c—12, line 6.
Col. 5: Federal Reserve Bulletin, various issues (e.g., 1955, p. 684; 1957, p. 446;
and 1961, p. 1450).

Col. 6: Col. S minus col. 4.
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Absorption by Sector

Total financial institutions

Banking system

Thrift institutions

Insurance organizations

O Other financial institutions

households

o Nonfinancial corporations

Source: National Balance Sheet, Vol. II, Tables VIII-c-12 and VIII-b-14.
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Market for State and Local Government Securities
1. A definite, although not rigid, relationship existed between new

and net issues of state and local government securities, on the one
hand, and the capital expenditures of state and local government, on
the other (Table 59). Net new issues and total offerings of these se-
curities amounted to about two-fifths and close to three-fifths, respec-
tively, of the year's capital expenditures for the entire postwar pe-
riod and for the first two cycles as well.

2. The increase in the volume of net issues of state and local gov-
ernment securities was considerably larger in Cycle H than in Cycle
1 and larger again, although by a smaller margin, in Cycle III than
in Cycle II. The share of these securities in the net issuance of the
five main types of capital market instruments taken together varied
between one-fifth and one-seventh. However, their share in the ten
capital market instruments was stable at almost one-tenth of the total
for all three cycles (Table 43). Thus, if all ten capital market instru-
ments are considered, the relative position of state and local govern-
ment securities in the capital market was unchanged during the post-
war period.

3. In absolute terms, net issues of state and local government secu-
rities were at their highest level in 1950, 1954, and 1958, i.e., in re-
cession years or in the early stage of recovery (1950). They were low
or declining in 1955—56 at the top of the business upswing. In rela-
tion to the total of the ten types of capital market instruments, net
issues of state and local government securities were highest in 1948—
49, 1953—54, and 1957—58 (Table 46). Here, the cyclically inverted re-
lationship of net issues of state and local government securities to
other important capital market instruments is even clearer.

4. While the amount of state and local government securities out-
standing tripled from $20 to $60 billion between 1945 and 1958 (Ta-
ble 61), the holdings of the main investor groups increased at different
rates so that the distribution of holdings changed appreciably (Table
60). Nonfarm households held 56 per cent of the total outstanding at
the beginning of the postwar period, but about 41 per cent at the
end, most of the relative decline occurring in holdings outside of per-
sonal trust funds. Governmental holdings (excluding those in govern-
ment insurance and pension funds) also declined from almost 10 per
cent in 1945 to not much over 5 per cent in 1958. As a result, the
share of financial institutions in total state and local government se-
curities outstanding rose from one-third to one-half. Most of the in-
crease was contributed by two groups: commercial banks, whose share
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rose from less than 20 to more than 27 per cent, and fire and casualty
insurance companies, whose share shot up from 1 to 10 per cent.

5. These differences in the rate of growth of holdings of various
investor groups are clearly reflected in the changes in the distribution
of net flows (i.e., net purchases and sales). Of total net purchases of
$40 billion, households absorbed only approximately 30 per cent, com-
pared to their share in holdings of over one-half at the beginning of
the postwar period; governments absorbed 4 per cent, and nonfinan-
cial corporations 3 per cent. This left more than 60 per cent of the
net supply of state and local government securities to be absorbed by
financial institutions, commercial banks alone taking more than 30
per cent and fire and casualty insurance companies 15 per cent (Ta-
ble 61).

6. Compared to these differences, differences in the distribution
among the main holder groups from one of the three postwar cycles
to another were moderate. Thus, the share of all financial institu-
tions together in the net supply of state and local government secu-
rities in the three cycles varied from 61 to 65 to 54 per cent. Varia-
tions were, of course, more pronounced for individual groups of finan-
cial institutions. Thus, the share of commercial banks declined from
approximately two-fifths of the total in the first two cycles to only
one-fifth in the third cycle, while that of fire and casualty insurance
companies rose from one-twelfth in the first cycle to about one-sixth
in the second and third cycles.

7. Further important differences exist in the annual distribution of
net flows (Table 62). The share of absorption by financial institutions
was highest in 1950—51, in 1954, and in 1958, i.e., during or close to
recessions, and was lowest in 1948, 1952—53, and 1955—57 at the top
of the upswings. The countercyclical behavior was most pronounced
for commercial banks. The share of fire and casualty insurance com-
panies, on the other hand, moved irregularly upward.

8. The reason for some of these changes in the net flows of funds
in the market for state and local government securities are better ob-
served in Table 63, which shows the share of these securities in total
assets, and in Table 64, which provides the same information on the
basis of total uses of funds.

9. For households, the proportion of state and local government se-
curities in their total assets was low throughout the postwar period,
varying only between 1.5 and 1.9 per cent. Similarly, the share of
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these in total uses of funds was rather moderate. The relevant fig-
ures, however, are not those for all households together, but those
for households with high income who are the buyers of state and
local government securities. Unfortunately, figures are lacking to make
the comparison sepaEately for these households on an annual basis.

10. Among commercial banks, the share of state and local govern-
ment securities in total assets showed a marked upward trend from
21/2 per cent in 1945 to 7 per cent in 1958. In addition, Table 64
shows that there were countercyclical variations, increasing the share
in 1949—50, 1953—54, and 1957—58, because state and local government
securities become an attractive and important outlet for funds when
the demand for commercial loans falls off, as happens during periods
of recession. When the demand for commercial loans is strong, only
a small proportion of the total increase in assets is invested in state
and local government securities. Thus commercial banks used less than
5 per cent of total net funds for the increase of their portfolio of state
and local government securities in 1955 and 1956, and only 10 per
cent or less in 1951—52, compared to a period average of 16 per cent
and ratios as high as 19 per cent in 1954 and 1957 and 28 per cent in
1949.

11. In the case of fire and casualty insurance companies, the rapid
increase in the holdings of state and local government securities dur-
ing the postwar period, which brought their share in total assets up
from 3 to 24 per cent and absorbed about a third of the total uses
of their funds, was primarily a substitution for Treasury securities,
the holdings of which were sharply reduced in relative terms. The
share of all government securities, remained close to one-half of total
assets with only minor variations during the postwar period (see Ta-
bles 53 and 54).

12. State and local government securities became of growing im-
portance for mutual savings banks, increasing their share in total as-
sets from less than per cent in the early postwar period to 2 per
cent in 1954 and accounting for 5—9 per cent of total uses of funds
during the years 1951—54. Since most mutual savings banks were sub-
ject to only very light income taxation, the reasons for this increase
are not evident. (A large proportion of the securities in question may
have been acquired by the minority of savings banks with capital ac-
counts in excess of 12 per cent of deposits, for whom the tax-exemp-
tion privilege is of great value.)
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Historical Background

In the case of state and local government securities, it is particularly
instructive to take a longer view and to look, even if only superfi-
cially, at the market before 1945.

The main difference between the market for these securities in the
postwar period and that before 1940 is that the exemption from the
federal income tax was of no value before World War I and was
worth much less between the wars than it has been since World War
II. This change is dramatically reflected both in the differences of
the distribution of holdings of state and local government securities
among the main sectors in the postwar period and earlier (Table 65
and Chart 16), and in the share of these securities in the assets of
different holder groups (Table 66 and Chart 17).

Before World War I, when interest differentials may be regarded
as the main influence, individuals held between one-fourth and one-
third of all state and local government securities outstanding, finan-
cial institutions approximately two-fifths, and state and local govern-
ments (mostly in sinking and trust funds) more than one-fourth. The
holdings of the latter group undoubtedly were not primarily deter-
mined by interest rate considerations, but rather were the result of
inertia, lack of financial experience on the part of state and local
government treasurers, and the desire to reserve funds for the use of
one's own State or locality. Among financial institutions, mutual sav-
ings banks were by far the most important holders, but their share
in the total of state and local government securities outstanding de-
clined from almost 30 per cent in 1900 to less than 20 per cent be-
fore World War Commercial banks were also substantial holders
of state and local government securities, accounting for about one-
tenth of the total amount outstanding.

At the benchmark dates of 1929 and 1939, the share of the groups
that could benefit substantially from tax exemption was considerably
higher than in 1900 and 1912. Individuals now held more than two-
fifths of the total amount outstanding, and it may be assumed that
these holdings were increasingly concentrated in the hands of the in-
dividuals in higher incom.e groups. Some evidence of such a trend is
indicated by the increase in the share of state and local governments
held by personal trust funds from less than one-tenth in 1900—12 to
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Market for State and Local Government Securities
about one-fifth in 1929 and 1939.8 The share of commercial banks
in total state and local government securities outstanding increased
slowly, while that of mutual savings banks fell rapidly, particularly
between World War I and the 1920's.

CHART 16

DISTRIBUTION OF STATE AND LOCAL GOVERNMENT SECURITIES
AMONG MAIN HOLDER GROUPS, 1900-58

Other instit.

Insurance Organizations

'Thrift institutions

system

3overnmeflts

I Nonfinancial corporations

I Nonfurm households

The effects of tax exemptions on the distribution of state and local
government securities outstanding are also reflected in the share of
these securities in the portfolios of different investor groups. The
share is higher for the two dates after tax exemption became valuable
for households, personal trust funds, and commercial banks, while it
is lower for state and local governments, government insurance and

S Study of Saving, Vol. III, Tables W-9, W-10, W-12, and W-14.
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CHART 17

SHARE OF STATE AND LOCAL GOVERNMENT SECURITIES
IN TOTAL ASSETS OF MAIN HOLDER GROUPS, 1900-58
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pension funds, mutual savings banks, and (after 1929) fraternal orders
—all holders not able to profit to a substantial extent from the tax-
exemption privilege. One group for which the share of state and lo-
cal government securities in total assets seems to move contrary to the
presumed effects of tax exemption is property insurance companies.
The increase between 1929 and 1939 of the proportion which state
and local government securities constitute of the portfolio of life in-
surance companies, who benefit very little from tax exemption, seems
to reflect the shortage of other outlets and the utilization of favorable
investment opportunities in state and local government securities avail-
able during the Great Depression.

The structural changes in the market for state and local govern-
ment securities before 1945 thus corroborate the effects of tax exemp-
tions that have been observed for the postwar period. The decline in
the share of these securities in the total assets of all holder groups
between 1939 and 1945 is, of course, primarily a reflection of the de-
cline in the total supply of these securities, together with a large in-
crease in total assets caused by deficit financing by the federal gov-
ernment and repressed inflation during the war period. The joint
effect of these forces can be seen in the decline in the ratio which
state and local government securities constitute of total national as-
sets, from 2.3 per cent in 1939 to 1.0 per cent in 1945, which followed
a fairly regular increase from 1.3 to 2.3 per cent in the preceding
forty years.
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